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PREFACE 


SEVERAL years of experience in teaching elementary economics have 
convinced the writer that the best textbooks hitherto available, al- 
though excellent in many respects, have certain characteristics which 
make the subject unnecessarily difficult for beginners. Among 
these characteristics are a serious lack of unity and continuity of 
exposition and a tone of unreality in the discussion of value and 
distribution. These defects of style and exposition tend to bore and 
confuse immature students, and as a result they lean too heavily 
upon lectures and class discussion and devote too little time to study. 
Consequently they gain only a superficial knowledge of their sub- 
ject — the hours in class being too few to cover the field thoroughly. 

The present book represents an attempt to write a text in ele- 
mentary economics which college students will find so readable and 
intelligible that instructors may reasonably expect them to have 
read and understood the assignments before coming to class. In try- 
ing to achieve this purpose the author has departed from the con- 
ventional method of dividing the subject into a number of books or 
parts, each representing a more or less complete treatment of a 
distinct division of the field, such as production, exchange, distribu- 
tion, and so on, and has adopted a novel method of approach which 
should perhaps be explained. The central idea upon which the whole 
arrangement of the book is based, is this: 

The subject of elementary economics may be developed in a 
logical and orderly way, with a natural sequence of chapters, each 
chapter growing out of and developing further the preceding dis- 
cussion, somewhat in the way that the plot is unfolded and developed 
in a novel or play. To the extent that this logical and orderly de- 
velopment of the subject can be realized there will be achieved unity 
and continuity of exposition, a prime requisite if the student is to be 
interested and informed instead of being merely bored and be- 
fuddled. 

As a further explanation of the order of sequence of the chapters 
and as an aid to the student, the following summary of the book is 


iv PREFACE 


presented, with the numbers of the respective chapters covered by 
the summary indicated in parentheses: 

(1) Men want more goods than are freely provided by nature a 
have learned to labor to produce them. (2) Goods being desirable 
and scarce and labor being irksome, men have contrived in various 
ways to improve methods of production — to increase the quantity 
of goods produced per hour of labor. (3) Division of labor, repre- 
senting a great improvement in methods of production, made 
exchange and the use of money necessary and gave rise to price 
problems. (4) Production for sale or exchange brought the problem 
of business organization and business profits. (5-6) Consumers 
buying goods with money incomes and business men buying to sell 
at a profit are deeply concerned with market price and its inter- 
relations with demand and supply, interrelations which cannot be 
understood without careful study. (7) A special and important 
price problem is that of the price of goods used by business men for 
business purposes, called in this book producers’ goods, and this 
leads to a study of demand schedules for producers’ goods. (8) 
Under competitive conditions a strong tendency exists for average 
costs of production in any industry to equal the market price of the 
product, leaving the average business man without profit. (9) In 
extractive industries, such as agriculture, costs of production per 
unit of product tend to increase with expansion of output as a result 
of differences in the qualities of land and the operation of the law of 
diminishing returns. (10) Out of conditions of increasing cost 
emerge the problem of the rent and price of land, (11) the problem 
of indirect costs in agriculture, and (12) the problem of the unearned 
increment, or special taxation of land. (13) To some extent condi- 
tions tending to bring increasing costs are found also in manufactur- 
ing industries; but here economies of large-scale production may 
more than offset the tendency to increasing cost and bring about de- 
creasing costs as the output expands in individual plants and in the 
industry as a whole. (14) In manufacturing and some other indus- 
tries economies of large-scale production and heavy indirect costs 
tend to bring about exceedingly sharp competition which may prove 
ruinous to the competitors. (15) As a result business men tend to 
combine to restrict, competition or to establish monopolies. (16) 
Since combinations in restraint of trade and monopolies tend to re- 


PREFACE v 


strict output and to raise prices above the competitive level, they 
have been prosecuted under state and federal law and in some cases 
destroyed. (17) But public utility monopolies for special reasons 
are tolerated and encouraged by government, subject to government 
rate regulation. (18) In railroad transportation partial monopoly 
is permitted and rates are regulated by government to prevent both 
ruinous competition and monopolistic extortion. 

(19) Wages constitute an important element of costs in all in- 
dustries, and the main source of income of the mass of the people. 
Wages represent prices paid for one great class of producers’ goods, 
and wage determination represents, therefore, merely a special 
application of the principles discussed under the subject of demand 
schedules for producers’ goods, with some complications. (20) 
Differences in wages arise mainly from differences in the nature of 
the work to be performed and differences in the natural ability, 
training, and experience of men. (21) Conditions of labor and 
wages may be substantially altered by labor organization and (22) 
by labor legislation. (23-24) Interest on loans or capital is another 
important cost item of business men and a source of great confusion. 
Comparatively few persons understand why interest is paid or what 
determines the rate. Fundamentally interest represents a premium 
on present goods in terms of future goods. 

Certain factors not yet discussed have an important bearing upon 
the production of goods, the prices of commodities, and the four 
shares in distribution — profits, rent, wages, and interest. These 
factors include (25-27) the quantity and kinds of money used, (28- 
30) banking and regulation of banking, (31) insurance and specu- 
lation, (32-35) domestic and foreign exchange and international 
trade, and (36-38) theories of the proper functions of government 
and theories and systems of taxation. In addition to the various 
problems and evils of the present industrial system that have al- 
ready been considered there may be noted (39) certain special pro- 
blems in agriculture that deserve particular consideration, and (40) 
evils of various kinds which may be eradicated by concerted efforts 
of the people in the interest of the general welfare. 

The critical reader will find in this book a restatement and a modi- 
fication of orthodox doctrines rather than a new system of economics. 
What contribution to economic theory it may contain will be found 
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mainly in the chapter on demand schedules for producers’ goods, 
and the application of the doctrines of that chapter to the subjects 
of profit, rent, wages, and interest. 

It is needless to point out that the author has borrowed much 
from other writers on economics, but he desires to acknowledge 
in particular his debt to the published works of Professors T. N. 
Carver, Irving Fisher, W. Z. Ripley, and F. W. Taussig, and to 
the classroom instruction of Professors Bullock, Gay, Ripley, and 
Taussig, at Harvard University. The writer is under obligation 
also to Professor E. 8. Furniss, of Yale University, who read the 
entire manuscript and offered numerous helpful suggestions for 
improvement, and to Helen B. Rufener for aid in preparing the 
manuscript for the printer. 

L. A. RUFENER 

West VirGiniA UNIVERSITY 


CONTENTS 


Cuapter I. Wants, Goops, AND WELFARE . stems 
1. Wants of human beings. 2. Wants satisfied by soudat” 3. The 
earth a storehouse of materials. 4. Materials of the earth divided 
into three classes. 5. Consumers’ goods. 6. Producers’ goods. 
7. Useless materials. 8. Production, utility, usefulness. 9. Labor 
that creates utility is productive. 10. Form, place, and time utility. 
11. Difference between goods and services superficial. 12. Unpro- 
ductive labor. 13. Universal scarcity of goods. 14. Unequal dis- 
tribution of income. 15. Five fundamental reasons for scarcity of 
goods. 16. Man can expect no increase in the goods supplied by na- 
ture. 17. Our earliest human ancestors lived largely on the bounty 
of nature, as wild animals do to-day. 18. Men have improved their 
methods of production; animals have not. 19. The pressure of popu- 
lation. 20. Limitation of the size of families. 21. Statistics of popu- 
lation show that the increase continues. 22. When labor is ineffec- 
tive goods are scarce. 23. Human happiness dependent upon abun- 
dance of material goods. 


Cuapter II. Improvine Metnops or Propuction . 

1. The use of capital, or the roundabout method of epadeaniont 2. 
Accumulation and maintenance of capital. 3. Distinction between 
capital and land, and capital and money. 4. Distinction between 
producers’ goods and consumers’ goods based on the use to which they 
are put. 5. The division of labor and its advantages. 6. Natural 
forces and chemical processes. 7. Economic evolution. 8. Stages 
of economic evolution. 9. Capital and economic evolution. 10. The 
industrial revolution. 11. Agriculture before the industrial revolu- 
tion. 12. Manufacture before the industrial revolution. 13. The 
domestic system. 14. Machinery, mechanical power and the factory 
system. 15. Workmen’s condition changed for the worse in some re- 
spects. 16. Complex division of labor. 17. Geographical division of 
labor. 18. Increased production of goods. 19. Why poverty still 
exists. 


Cuaprer III. Excuaner, VALUE, AND Prick 

1. Improvements in methods of production bring new in Ppplomie 
problems. 2. Division of labor makes exchange necessary. 3. Diffi- 
culties of barter. 4. Money introduced to avoid the difficulties of 
barter. 5. The uses, or functions, of money. 6. Gold money, an 
example of the survival of the fittest. 7. Whatisadollar? 8. Money 
has become practically necessary under our present economic organi- 
zation. 9. Price, a most important subject the study of which is 
curiously neglected. 


Vill 


CONTENTS 


Cuapter IV. Business ORGANIZATION AND PROFITS ae 


1. Why every one is interested in business. 2. Business defined. 3. 
Profits defined. 4. Calculating profits. 5. Profits and expenses fur- 
ther considered; the economist’s definition. 6. Profits calculated 
according to the economist’s definition. 7. The individual pro- 
prietorship and its advantages. 8. Disadvantages of the individual 
proprietorship. 9. Advantages and disadvantages of the partner- 
ship. 10. The corporation and its stockholders. 11. The preferred 
stockholder’s position. 12. Bonds and bondhoiders. 13. Stocks and 
bonds further considered. 14. Advantages and disadvantages of the 
corporation summarized. 15. Do stockholders and bondholders re- 
ceive interest or profit? 


CHapter V. DEMAND AND SUPPLY AND MARKET PRICE 


1. Every one vitally interested in prices. 2. Business men more con- 
cerned with prices than others. 3. Why more producers’ goods than 
consumers’ goods are bought and sold. 4. Price changes and profits. 
5. Relation between demand, supply, and market price generally not 
well understood. 6. Price, supply, and demand defined. 7. Why a 
decrease in price causes an increase in the quantity demanded. 8. The 
law of diminishing utility. 9. Diminishing utility and limited in- 
comes related to price and demand. 10. An assumed demand sched- 
ule for eggs. 11. Effect of price upon supply of perishable commodi- 
ties. 12. Effect of price upon supply of non-perishable commodities. 
13. Speculation and demand and supply. 


Cuapter VI. Demanp AND SuppLy AND Market Prick (continued) . 


Cuapter VII. Demanp SCHEDULES FoR PropucERS’ Goops 


1. Effect of market price on demand and supply summarized. 2. 
Other causes of changes in supply. 3. Other causes of changes in de- 
mand. 4. The principle of diminishing vendibility. 5. Why mar- 
ginal vendibility sets the price of the whole supply. 6. How a change 
in demand affects price. 7. Relation between demand, supply and 
market price summarized. 8. Use of diagrams, or charts, explained. 
9. Continuous and discontinuous demands. 10. Doubling of supply 
and demand in the schedule sense. 11. Demand and supply curves 
showing doubling of demand and supply. 12. Elastic and inelastic 
demand. 


1. Law of diminishing utility does not apply to producers’ goods. 2. 
Prices of producers’ goods depend upon the price of the products. 3. 
Diminishing vendibility illustrated by statistics from the Chicago egg 
market. 4. The maximum total a producer can pay for all his pro- 
ducers’ goods is the value of his product. 5. Determining the maxi- 
mum price a producer can pay for any one class of producers’ goods. 
6. A producer’s maximum price for any class of producers’ goods va- 
ries with his profits, and with the prices of its complementary produc- 
ers’ goods. 7. Diminishing vendibility of producers’ goods. 8. Mar- 
ket prices of producers’ goods, like those of consumers’ goods, mutually 
affect one another. 9. The law of diminishing productivity and the 
price of producers’ goods. 10. Direct and indirect costs defined and 
illustrated. 11. Indirect costs and the producer’s maximum price. 


67 


87 


99 


. 118 


CONTENTS 1X 


12. The temporary and the long run maximum. 13. Effect of restric- 
tion of output upon the price of producers’ goods. 14. Selling out to 
escape loss from indirect costs. 


Cuapter VIII. Costs or Propuction, Market Prick, AND Prorit 138 
1. Summary of some conclusions of the preceding chapter. 2. Collec- 
tively producers control the market price of producers’ goods, but in- 
dividually market price controls them. 3. Under competitive condi- 
tions producers making profits tend to expand output. 4. Expansion 
of output and falling prices tend to force the least competent producers 
out of business. 5. Under conditions of constant and uniform cost 
price would equal cost of production. 6. Varying cost, market price, 
and the marginal producer. 7. Causes of differences in cost: differ- 
ences in ability. 8. Other causes of differences in cost. 9. Causes 
of differences in profits. 10. A rising price level increases profits. 
11. Cost of the business man’s own labor. 12. Are there net profits 
in industry as a whole? 18. Profits of corporations. 


CuapTeR IX. Cost anp Prick 1n AcRIcULTURE: WHEAT-Growine 156 
1. Two classes of industries: industries of increasing cost and indus- 
tries of decreasing cost. 2. Expansion of wheat-growing in the 
United States. 3. Only two ways of increasing output. 4. The law 
of diminishing returns. 5. Expansion of output involves increasing 
cost per bushel. 6. Assumptions made to simplify discussion of in- 
creasing costs. 7. A simplified table of costs. 8. A wheat supply 
schedule. 9. Why consumers must pay more when quantity de- 
manded increases. 10. Market price must equalize demand and 
supply. 11. This year’s market price depends upon this year’s sup- 
ply, but is a determining factor of next year’s supply. 12. Questions 
raised by omission of land as a cost item. 


Cuaptrer X. Tue Rent anv Price or AGRIcULTURAL LAND we 92 169 


1. Conditions of cost in wheat-growing summarized. 2. How land 
differs from other producers’ goods. 3. The amount of land remains 
fixed. 4. Rent: conditions under which there would be no rent. 5. 
Development of agriculture and land-ownership in the United States. 
6. Calculating the rental value of wheat land. 7. High prices of farm 
products cause high rents of land. 8. The price of land represents the 
capitalization of rent. 9. From the farmer’s point of view rent is a 
cost of production. 10. Land not devoted exclusively to wheat. 11. 
Differences in ability among farmers, and the rent of land. 12. De- 
mand and supply of land, and rent. 13. Demand and supply and the 
price of Jand. 14. Marginal producer, marginal land, and marginal 
bushels. 15. Customary rent. 16. The price of land may be more or 
less than capitalization of rent at the current rate of interest. 


Cuapter XI. Inprrect Costs IN AGRICULTURE ‘ . 190 
1. Conditions of demand and supply of land boaniuirtaads 2. ations 
tending to cause a rise in rents. 3. Factors tending to cause a fall in 
rents. 4. General decrease in costs of cultivation tends to cause a 
fallin rents. 5. Temporarily a rise in costs may cause a fall in rents. 

6. Rising rents cause land speculation. 7. Farm owners’ costs are 
mainly indirect. 8. The farmer’s indirect costs when prices fall. 


ee 


Cuapter XII. Economic Rent AND THE UNEARNED INCREMENT 


Cuapter XIV. Decreasine Costs, InprirEcT Costs, AND PRICE 


CHAPTER XV. Monopony anD Monopory Price 


CONTENTS 


1. Economic rent in coal mining. 2. Profit and rent in metal mining. 
3. Rent in the petroleum industry. 4. Urban site rent and the price 
of urban sites. 5. Calculating the rent and price of urban sites. 6. 
The law of diminishing returns and urban sites. 7. Urban sites for 
residential purposes. 8. The argument for the appropriation of eco- 
nomic rent by the Government. 9. Two methods of appropriating 
economic rent or confiscating land values, and objections to them. 10. 
Appropriating the future increase in rent. 11. Further objections to 
public appropriation of future increase in rental values. 12. Eco- 
nomic rent and inequality of wealth and income. 13. Some special 
arguments favoring public appropriation of economic rent. 14. Sta- 
bilizing the price of land. 15. Conclusion. 


Cuaprer XIII. Cost or Propuction In MANUFACTURING: DECREAS- 
inc Cost 


1. Brief statement of the principle of increasing cost. 2. Principle of 
increasing cost applies to all extractive industries. 3. It applies to all 
other industries to the extent that they require land for their opera- 
tions. 4. Tendency to increasing cost not strong in manufacturing. 
5. Indirect effect of increasing cost in manufacturing. 6. Principle of 
decreasing cost in manufacturing. 7. Internal economies of large 
scale production. 8. External economies or indirect advantages of 
large scale production. 9. Conditions under which external econo- 
mies are realized. 10. The less extensively and less directly an indus- 
try draws its raw materials from extractive industries the more it gains 
from external economies. 11. Industries in which internal economies 
of large scale production are limited. 


1. Summary of preceding chapter. 2. Competitive conditions under 
decreasing cost illustrated by the automobile industry. 3. Varying 
costs of various producers with plants of various capacities. 4. De- 
mand schedules for automobiles. 5. Conditions of cost and demand 
graphically depicted. 6. Strong incentive to expansion. 7. Com- 
petitors forced to expand in the face of falling prices. 8. Expansion 
naturally continues until weaker competitors fail. 9. Indirect costs 
in manufacturing. 10. Influence of indirect costs often confused with 
economies of large scale production. 11. Effect of uneven expansion 
of plant capacity and output. 12. Upward jogs in cost curves. 13. 
Indirect costs and competition. 14. The choice between losing less 
and losing more. 15. The cost of the extra units. 


1. Business men and the dragon of competition. 2. Agreements to 
maintain price and to restrict output. 3. Horizontal and vertical 
combinations and their advantages. 4. Desire for monopoly often the 
chief motive for combination. 5. Complete monopoly in manufactur- 
ing almost impossible. 6. Difficulty of maintaining prices without 
complete monopoly. 7. Reasons for doubting that monopolists pro- 
duce more economically than competitors. 8. Monopoly avoids cer- 
tain wastes of competition. 9. But monopoly leads to greater wastes. 


. 201 


. 230 


. 244 


. 261 


CONTENTS xi 


10. Use of statistics to avoid wastes of competition. 11. Monopolies 
not resulting from pressure of competition. 12. Public utility fran- 
chises. 13. Local railroad traffic. 14. Control of limited natural re- 
sources. 15. Associations of business men. 16. Aim of monopolists 
is greater net gain. 17. The law of monopoly price. 18. Conditions 
most favorable to raising prices and restricting output. 19. Auto- 
mobile monopolist compared with the wheat monopolist. 20. Con- 
ditions favoring and not favoring raising prices far above the competi- 
tive level graphically depicted. 21. Conditions under which a mo- 
nopolist would not raise price above the competitive level. 


CHAPTER XVI. InpustRIAL Monopo.iges AND GOVERNMENT ContTROL 285 
1. Monopolies and the Government. 2. The common law and mo- 
nopoly. 3. The cotton-bagging case. 4. The Standard Oil Com- 
pany’s trustee device. 5. The Oil Trust and the Sugar Trust illegal 
under the common law. 6. Monopolistic corporations and the com- 
mon law. 7. The Sherman Anti-Trust Law. 8. How the oil monopo- 
lists evaded the common law. 9. Holding companies and monopolis- 
tie property-owning corporations. 10. The holding company an ex- 
cellent monopolistic device. 11. Holding companies and the corpora- 
tion laws of New Jersey. 12. American Sugar Refining Company 
case: monopoly of manufacture held not to be in restraint of trade. 
13. The Sherman Act applied to railroads —the Trans-Missouri 
Freight Association case. 14. The Sherman Act applied to labor or- 
ganizations. 15. The Standard Oil Company of New Jersey dis- 
solved. 16. The Tobacco Combination dissolved. 17. The United 
States Steel Corporation — a ‘‘good trust.” 18. The Clayton Act. 
19. The Federal Trade Commission. 20. Difficulties of administra- 
tion and interpretation of anti-trust laws. 21. Continued government 
regulation of business combinations desirable. 


Cuaprer XVII. Pusiic Uririties AND GOVERNMENT ControL . . 305 


1. Monopoly in public utility enterprises inevitable: why this is true. 
2. Monopoly here also desirable. 3. Government regulation versus 
government ownership. 4. Government ownership less common in 
the United States than in Europe. 5..Monopolistic conditions the 
fundamental reason for government control. 6. Satisfactory service 
and reasonable rates the primary objects of government regulation. 
7. Method of fixing reasonable rates by public service commissions. 
8. Calculating operating expenses. 9. Value of the investment in a 
non-regulated business is the capitalized value of the income. 10. An 
example of capitalized income: how changes in income cause changes 
in capitalized value. 11. How changes in the interest rate cause 
changes in the value of investments. 12. Why public service commis- 
sions cannot base their valuations on capitalization of income. 13. 
Finding the cost of the investment — a logical procedure in rate regu- 
lation. 14. Finding the cost of construction at the time of construc- 
tion less difficult than finding it a generation later. 15. Estimating 
the original cost and the present cost of construction. 16. How fixing 
rates on cost of production basis may rob the investor. 17. Effects of 
a general rise or fall in prices upon investors in regulated industries. 
18. Effects of changes in the interest rate. 19. Public utilities and the 


xii CONTENTS 


unearned increment in land values. 20. Investors in public utility en- 
terprises should be given the status of investors in bonds. 21. Valua- 
tion and the courts. 22. Depreciation and valuation. 


CuapterR XVIII. Rartroaps AND GOVERNMENT ConTROL . . . 328 
1. Railroads and public utilities discussed separately. 2. Size and 
importance of the railroad industry. 3. Peculiar characteristics of the 
railroad industry and their results. 4. Decreasing cost, indirect costs, 
and joint cost. 5. Classification of railroad expenses. 6. Constant, 
or indirect, costs and competition. 7. Joint cost illustrated. 8. Why 
extra traffic pays at ridiculously low rates. 9. Difference between ex- 
tra business of railroads and of manufacturers. 10. Rate discrimina- 
tion. 11. What the traffic will bear: local discrimination. 12. 
Commodity discrimination. 13. How competition modifies what the 
traffic will bear. 14. Effect on competition of few competitors and 
specialized plant. 15. Water competition. 16. Personal discrimina- 
tion. 17. Pools, rate agreements, combinations. 18. Through lines 
and competition. 19. The Interstate Commerce Commission. 20. 
Primary purpose and complexity of government regulation of rail- 
roads. 21. Main provisions of the Interstate Commerce Act. 22. 
The Commission declared practically powerless by the Supreme 
Court. 23. Later laws give Commission full legal power over rates, 
but its power is limited by economic law. 24. Valuation and a reason- 
able return. 25. The Transportation Act of 1920. 26. The recap- 
ture of earnings clause. 27. Government control over new construc- 
tion and issues of securities. 


Cuapter XIX. Demanp ScHEDULES FoR LaBoR . lt. to #306 
1. Simplicity of the wages problem before the factory ster 2. The 
present wages system. 3. How much can a particular worker expect 
to get in wages for helping make a product on which many workers 
codperate? 4. Labor one form of producers’ goods. 5. Demand 
schedules for labor. 6. Business men may temporarily employ labor 
at aloss. 7. An employer’s three resistance points to wage increases. 
8. What are additional nonessential employees worth? 9. A demand 
schedule for every class of workers. 10. How an increase in workers 
lowers the competitive wage level. 11. Why some employers pay 
more than the competitive wage rate. 12. Some workmen accept less 
than the full competitive wage rate. 


Cuaprer XX. DirrerRENCcES IN WAGES ee ee 
1. Marginal vendibility of labor, and wages. 2. Conditions under 
which there would be no differences in wages. 3. Differences in 
wages arise from differences in attractiveness and complexity of work 
and differences in natural ability, training and experience of men. 
4, Occupations may be classified according to complexity of work. 
5. The unskilled labor class of occupations. 6. The skilled and the 
semi-skilled groups. 7. The clerical group. 8. The professional and 
big business groups. 9. Non-competing groups. 10. Wages in vari- 
ous occupations equalize demand and supply of workers. 11. Possi- 
bility of shifting from one occupation to another. 12. Most men can- 
not shift upward: the bottom ranks remain crowded. 13. Some 


CONTENTS xiii 


vatural talent wasted for lack of opportunity: some opportunity, for 
lack of natural talent. 14. Demand for labor as a consumers’ good. 
15. Wages of business men. 16. The general level of wages depends in 
part upon total output of industry. 17. Scarcity of labor relatively 
to land, capital and management affects the wage level. 18. Conclu- 
sions respecting differences in wages: money wages and real wages. 


CHarten XX. Lasog ORGANIZATION. . gw. Dita! te coins net Pn 887 
1. Wages under competitive conditions. 2. Forcing wages below the 
true competitive level. 3. The advantages to the workers of labor 
organizations. 4. Forms of labor organization. 5. The extent of 
labor organization. 6. The American Federation of Labor. 7. The 
essentials of the collective bargain. 8. Labor controversies. 9. How 
much may be gained by Trade Unionism? 10. Conclusions. 


Caarren 3X11. Lason LEGISLATION! whol soniapehen Gee eee 412 
1. Labor conditions under unregulated competition. 2. The evil of 
child labor. 3. The evils of long hours and low wages. 4. Industrial 
accidents and occupational disease. 5. Inadequate compensation to 
victims of industrial accidents and their dependents. 6. Early op- 
position to labor legislation. 7. Development of labor legislation in 
England. 8. Why effective labor legislation has come late in the 
United States. 9. Child labor laws in the United States. 10. Hours 
of labor. 11. Laws in the interest of safety and health. 12. Work- 
men’s compensation laws. 138. Minimum wage laws. 14. Arbitra- 
tion laws. 15. The Watson-Parker Bill for adjustment of railroad 
labor disputes. 16. Unemployment. 


Cuapter XXIII. Interest, tHE Prick or Loans . ... - G49. 


1. Interest assumed to be a cost of production. 2. Interest defined as 
the price of loans, or premium on present goods in terms of future 
goods. 3. Conditions under which no interest would be paid. 4. 
Money has become a medium of lending as well as a medium of ex- 
change. 5. Why some people are savers and lenders and others bor- 
rowers and spenders. 6. Lack of foresight. 7. Self-control and 
habit. 8. Expectation of life and love of posterity. 9. Ambition, 
ingrained thrift, love of accumulation, large incomes, public spirit. 
10. Interest adds both to one’s desire to save and one’s capacity to 
save. 11. Three reasons for borrowing. 12. Durable consumers’ 
goods. 13. Borrowing for business purposes. 14. All that is saved is 
not lent. 15. The rate of interest a price problem — the price of 
loans. 16. Demand schedules for loans. 17. Supply schedule for 
loans. 18. The rate of interest equalizes the demand and supply of 
loans. 19. Pure interest and contract interest. 20. Paying for risk 
assumed by lenders. 21. Service, liquidity of loans, anticipated 
changes in interest rates. 22. Bank loans which are not the result of 
saving. 


CuapterR XXIV. Propucers’ Loans AND THE Rate or Interest . 458 
1. How time-preference accounts for producers’ loans. 2. Discount- 
ing producers’ goods. 3. Calculating the value of producers’ goods. 
4. Productivity of capital. 5. Gross, net, and diminishing productiv- 


XIV CONTENTS 


ity of capital. 6. Marginal productivity of capital. 7. Competition 
forces business men to resort to roundabout methods of production, or 
the use of capital. 8. Relation between the rate of interest and the 
roundabout method. 9. Does marginal productivity of capital de- 
termine the rate of interest? 10. Social significance of the time- 
preference theory versus the marginal productivity theory of interest. 
11. Social significance of saving and lending. 12. The rate of interest 
and the price of land. 


Cuapter XXV. THE QUALITIES AND Quantity or Mongty . .. 483 
1. The four functions of money. 2. Qualities of good money: accepta- 
bility and portability. 3. Divisibility and homogeneity. 4. Cog- 
nizability. 5. Durability and stability of value. 6. Qualities of a 
good standard of value. 7. Stability of value important in a standard 
of deferred payments. 8. Why other kinds of money are used al- 
though gold is the best money. 9. The peculiar nature of the price 
and value of gold. 10. The quantity of gold and its value. 11. The 
quantity theory of money. 12. The equation of exchange. 13. Re- 
lation between money and bank deposits. 14. Doubling the quantity 
of money tends to double prices, but does not necessarily double them. 


CuapterR X XVI. Stnver Money in THE UNITED STATES Se 


1. The coinage law of 1792 provided for free coinage of both silver and 
gold. 2. Why gold was not taken to the mint. 3. New silver coins 
victims of Gresham’s law. 4. The mint ratio changed to 16 to 1 in 
1834. 5. Subsidiary Coinage Act of 1853. 6. Dropping the silver 
dollar — the ‘‘crime of 1873.” 7. Reasons for the free silver contro- 
versy. 8. Sources of support for the free silver campaign. 9. Debt- 
ors stood to gain by the free coinage of silver, and more money. 10. 
Why business men may favor more money. 11. The silver purchas- 
ing acts and the Bryan campaigns. 12. Why bimetallism was aban- 
doned in the United States. 18. Bimetallism might have been saved 
with advantage by coéperative action among leading nations. 


Cuapter XXVII. GoveRNMENT Paper Money seston pial Oot EOL 

1. What government paper money is. 2. Geld and silver certificates. 
3. Credit money and fiat money. 4. Why credit money is issued. 
5. Apparent advantages of a moderate issue. 6. A real net gain is 
possible from a moderate issue. 7. Government paper money breeds 
more paper money. 8. Results of immoderate issues of government 
paper money. 9. Robbing Peter to pay Paul. 10. Fiat money most 
commonly issued under stress of war. 


CuHapter XXVIII. Bank Dnpostts AND BAnK Notes .. > OPS 


1. Classes of banking institutions. 2. Savings banks and their serv- 
ices. 3. Investment banks and trust companies. 4. Commercial 
banks and their main purpose. 5. Organizing a state bank. 6. Be- 
ginning banking operations. 7. Discounting illustrated. 8. Ad- 
vantage of granting loans in the form of deposits. 9. Maintaining a 
safe cash reserve ratio. 10. Ratio of loans to deposits. 11. What 
is a safe reserve ratio? 12. Natural antagonism between reserves 


CONTENTS XV 


and profits. 13. Bank notes compared with bank deposits. 14. De- 
sirability of legal regulation of bank note issue. 15. Difference be- 
tween bank loans and other loans. 


Cuapter XXIX. Bank Crepit anp Business CycLEs w wenihlinst 39 
1. A business cycle defined. 2. No exact periodicity of cycles. 3. 
Business cycles natural result of relations between banks and _ busi- 
ness. 4. The period of depression. 5. Recovery aided by cheap 
bank loans. 6. Accidental circumstances may hasten prosperity. 
7. Stock market may foreshadow prosperity and boom. 8. The busi- 
ness boom. 9. Reckless buying and speculation. 10. The rise in 
prices and the expansion of bank loans. 11. Bankers and business 
men welcome the expansion in bank loans. 12. Loan expansion re- 
duces the reserve ratio. 13. Why prices fall when loan expansion ends. 
14. When everybody unloads, the crisis. 15. Why business men profit 
in the early stages of the expansion. 16. Howrising costs bring failure. 
17. Crisesand panics. 18. The gains and losses resulting from business 
cycles. 19. Are crises and depressions blessings in disguise? 20. In- 
crease in the supply of money, and expansion. 


CHAPTER XXX. GOVERNMENT REGULATION OF BANKING IN THE 
UNITED STATES . 558 


1. Requisites of sound financial conditions. 2. We have suffered 
little from government paper money. 3. Our government has not 
prevented unsound expansion of bank credit. 4. The First and Second 
Banks of the United States. 5. The National Banking System and 
national bank notes. 6. Reserve against deposits under the National 
Banking System. 7. Why many banks did not join. 8. Value of the 
note issue privilege. 9. What constitutes an ideal banking system. 
10. Note issue under National Banking System inelastic. 11. De- 
posits subject to inflation and reserves inadequate in time of need. 
12. Causes of strain. 138. The Federal Reserve System. 14. Member 
Banks and cash reserves. 15. Reserve Banks and cash reserve. 16. 
Reserve Banks are bankers’ banks. 17. Rediscounting illustrated. 
18. Why member banks borrow. 19. Rediscounting and expansion of 
loans. 20. Effect of expansion on Reserve Banks’ reserve ratio. 21. 
Limits of expansion. 22. Inflation easy under Federal Reserve Sys- 
tem. 23. A good financial shock absorber but not an ideal banking 
system. 24. Federal Reserve System could stabilize prices. 25. 
The use of index numbers. 26. The Federal Reserve Board policy, 
1923-1926. 27. Stock of money of various kinds in the United States 
on May 1, 1926. 


Cuaprer XXXI. Risk, INSURANCE, AND SPECULATION . .  .—.. 582 
1. Risks of roundabout production for profit. 2. Risk reduced by 
specialization. 3. The risks of the specialist. 4. Reducing risk by 
monopoly and combination. 5. Reducing risk by insurance. 6. Specu- 
lation and speculators. 7. Organized commodity exchanges, or mar- 
kets. 8. Dealing in futures. 9. The good and evil of speculation. 

10. Hedging. 11. Stock market speculation. 12. Hazards of unin- 
telligent stock market speculation. 13. Business forecasting. 


Xvi 


Cuapter XXXII. Ciearines, CoLLECTIONS AND EXCHANGE 


CuartTer XXXII. Foreign ExcHoance 


CHAPTER XXXIV. InrERNATIONAL TRADE 


CONTENTS 


1. Four classes of payments for goods and services. 2. Payment by 
check when buyer and seller are patrons of different banks in the same 
city. 3. Clearing-house associations and clearing-houses. 4. Three 
methods of clearing and collecting. 5. The most simple and efficient 
method illustrated by example. 6. Use of clearing-house certificates 
and of federal reserve banks to simplify clearing. 7. Payments when 
the buyer lives in one city and the seller in another. 8. Bank drafts 
and correspondent banks. 9. Buyers may make out-of-town payments 
by bank drafts. 10. Service charge for bank drafts: remitting at par. 
11. The use of commercial drafts. 12. Deferred payments. 13. Pro- 
missory notes. 14. Borrowing from the buyer’s bank. 15. Trade 
acceptance and promissory note compared. 16. Methods of making 
payments in distant cities summarized. 17. Conditions under which 
actual shipments of money must be made. 18. Clearings and collec- 
tions through federal reserve banks. 19. The gold settlement fund. 


1. Ordinarily no foreign money except gold is acceptable in any coun- 
try; cost of making foreign payments in gold. 2. Services performed 
by foreign exchange bankers. 3. Forms of foreign exchange. 4. The 
rate and the par of exchange. 5. The gold export and the gold import 
points. 6. Sources of supply and demand; primary and secondary 
sources. 7. Simplified conditions assumed to show relation between 
demand and supply and the rate of exchange. 8. Conditions tending 
to fix the rate at par. 9. When demand exceeds supply at a given rate, 
the rate rises, possibly to the gold export point. 10. Why gold exports 
tend to cause a fall in the rate. 11. Why the rate cannot fall much 
below the gold import point. 12. Total demand and supply of ex- 
change in New York on all countries, and the rates of exchange. 13. 
The effect on the rate of exchange is the same whether the buyer pays 
with a bank draft or the seller draws a commercial draft. 14. Why the 
New York rate is the rate for the country asa whole. 15. Cable trans- 
fers, demand bills and time bills. 16. Inflation and gold exports; in- 
flation and war. 17. Why a country’s exchange falls when its money 
depreciates. 


1. Foreign trade arises when commodity prices are lower in one coun- 
try than in another. 2. Controversies concerning foreign trade. 3. Dif- 
ferences in prices of commodities within a country measure roughly 
differences in costs of production. 4. Differences in costs of commodi- 
ties within a country measure roughly differences in quantity of labor 
required for their production. 5. Differences in prices in different 
countries: four conceivable conditions. 6. Differences in the quantity 
of money and credit. 7. Differences in comparative costs. 8. Prices 
of readily portable commodities cannot be much higher in one country 
than in another. 9. Simplified conditions assumed to illustrate gains 
from foreign trade. 10. Comparative costs: Case I. 11. The gain 
tends to be shared by the two countries. 12. Effect of diverting labor 
and capital into more productive industries. 13. Comparative costs: 
Case II. Both countries gain. 14. Trade when money wages are 


. 603 


. 624 


. 645 


CONTENTS xvii 


higher in one country than in another. 15. The high wage as well as 
the low wage country gains from trade. 16. Conclusion; foreign trade 
advantageous to both countries concerned. 17. Possible effects of 
trade on costs in the exporting country. 18. A market may be shared 
by foreign and domestic producers. 19. Effect of an insistent demand 
for imported commodities. 


CuapteR XXXV. Protection anD Free TrapeE . . . .. . 667 


1. Terms defined: free trade, import taxes or duties, protective tariff. 
2. Import duties involve cost; a counteracting gain must be shown to 
justify them. 3. Comparative costs in the United States and England 
in the time of Hamilton. 4. The United States had a comparative 
advantage in producing agricultural products. 5. Hamilton’s Report 
on Manufactures; Protective tariff policy advocated. 6. Arguments 
in favor of protection; diversification of industry argument. 7. Diversi- 
fication is desirable, but self-sufficiency impossible. 8. Diversification 
not dependent on a protective tariff. 9. Non-transportable goods and 
personal services not subject to foreign competition. 10. Fallacy of 
the ordinary argument that the tariff raises wages. 11. A sounder but 
more complicated argument based on marginal vendibility of labor. 
12. Fallacy of additional employment for labor argument. 13. Weak- 
ness of the home market argument. 14. Infant industry argument 
easily over-rated. 15. The anti-dumping argument limited in its ap- 
plication. 16. Import taxes as instruments of retaliation and bases for 
negotiations. 17. The favorable balance of trade argument. 18. A 
possible gain pointed out by Professor Taussig. 19. A tariff for 
revenue only. 20. Calculating money costs of import duties. 21. 
Why protectionism has flourished despite a weak theoretical basis. 
22. Shall we retain protection? 23. Restrictions on exports. 24. 
Policies of protection and restriction of exports quite similar in purpose 
and results. 


Cuapter XXXVI. Tue Functions or GOVERNMENT ... . 694 


1. Five theories concerning the proper functions of government. 2. A 
government not an abstraction but a group of men with more or less 
limited political power. 3. Anarchistic theory unsound. 4. Laissez- 
faire theory — presumption 1s against unnecessary government activity. 
5. Socio-political theory favors extension of government activities. 
6. Government regulation of industry, government ownership, and 
special taxation of the rich. 7. Conservatives, liberals and progres- 
sives are now all socio-political theorists. 8. State socialism: three 
reasons why some persons urge its adoption. 9, Private enterprise a 
wasteful system of production. 10. Glaring inequality of wealth and 
income under private enterprise. 11. Fundamental causes of inequal- 
ity. 12. Unusual business ability and profits. 13. Luck. 14. Fraud, 
unfair competition, monopoly. 15. Interest and the unearned incre- 
ment. 16. Inheritance of property; money makes money. 17. The 
two flags of socialism. 18. Methods of transferring ownership and 
control of industry to government. 19. Methods of operating indus- 
try under socialism; wages and the price system might be retained 
under socialism. 20. Cost of production principle applied. 21. As- 
suming ideal conditions, gains would come from socialism, but smaller 


XViil CONTENTS 


gains than socialists assume. 22. Some alleged gains from socialism 
are purely fictitious. 23. The scheme might not work well in the 
hands of politicians. 24. Business ability and vote-getting ability 
may differ. 25. Voters might choose the wrong managers of industry. 
26. Wages according to needs rather than deeds. 27. Favoritism and 
corruption. 28. New industries? taxation? 29. Guild socialism. 
30. Difficulties of socialism if price system is abolished. 31. Com- 
munism at present an impossible scheme. 


Cuaprer XXXVII. THEories or TAXATION Be os ne eee trey 


1. Increasing government activities bring increasing government 
expenditures. 2. Government expenditures will remain large. 
3. Taxes are necessary. 4. Government ownership and taxation. 5. 
Government ownership is not likely to reduce the amount raised by 
taxation. 6. The nature and importance of fees. 7. Special assess- 
ments; a satisfactory form of revenue, but subject to abuse. 8. Can- 
ons, or principles, of taxation. 9. Justice in taxation. 10. The bene- 
fit theory not workable in practice. 11. The ability theory; Is ability 
to pay measured by income? 12. All incomes of the same size do not 
represent equal ability to pay. 13. All men with equal incomes of the 
same kind do not have equal ability to pay. 14. Ability to pay in- 
creases more rapidly than income. 15. Startling results of the ability 
theory unflinchingly applied. 16. Why a man with $100,000 has more 
ability to pay $90,000 in taxes than a man with $1000 has to pay $1. 
17. Why the ability theory ought not to be applied in a thoroughgoing 
way. 18. Ability theory may be made the basis of differentiation, ex- 
emption, and progression. 19. Plucking the goose with the least 
amount of squawking. 20. Can we tax posterity? 21. One possibil- 
ity of making posterity pay. 


CuapTrer XXXVIII. Tue Tax System or THE UNITED States . . 747 
1. The tax system as a whole ought to apply the principles of progres- 
sion, differentiation, and exemption. 2. All tax systems have been de- 
veloped largely in accordance with the principle of political expedi- 
ency. 3. Avoidance, evasion, and shifting of taxes. 4. Import and 
excise taxes. 5. Import and excise taxes and justice. 6. How an ex- 
cise tax tends to be shifted. 7. How import taxes are shifted. 8. 
Conditions under which shifting in general takes place. 9. Can the 
consumer shift the tax? 10. The general property tax— a notoriously 
bad tax. 11. The evil of taxing stocks, bonds, and mortgages. 12. 
Tax exemption for liars. 13. Community lying. 14. Possibility of 
reforming the general property tax; classified property tax. 15. In- 
come taxes; a logical development. 16. Our federal income tax laws. 
17. Advantages of an income tax. 18. Some criticisms of income taxes 
considered. 19. Difficulties of assessing incomes. 20. The income 
tax and the farmer. 21. Conclusions. 22. State income taxes. 23. 
Federal and state inheritance taxes. 24. Justification of progressive 
inheritance tax. 25. Do inheritance taxes dissipate capital? 26. In- 
heritance taxes should be retained. 


CuarptEeR XX XIX. ProsieMs oF AGRICULTURE. . . 778 


1. Introduction. 2. Agriculture a highly competitive industry. 3. 
The nature of the farmer’s income. 4. Wages and profits in other in- 


CONTENTS XIX 


dustries. 5. Movement of population from the farms. 6. Why more 
farmers did not move to town. 7. The immediate causes of the post- 
war depression in agriculture. 8. Remedies for the farmer’s ills; 
quack nostrums. 9. The protective tariff and dumping. 10. Market- 
ing of agricultural products. 11. Agricultural credit. 12. Ultimate 
effects of lower costs and higher prices of farm products. 13. A sug- 
gested solution of the farm problem. 


Cuapter XL. Evits or THE Prick AND Prorit SystEM, AND ReE- 
Reet  BOPOSED: © 2 So eesttieh | PEE ee 800 
1. Main evils of the present system are insufficient goods and leisure 
and long hours of irksome labor. 2. Economic conditions requisite for 
a happy life. 3. The price and profit system not ideal. 4. The two 
fundamental causes of poverty and long hours of labor. 5. If in- 
comes were equalized, all would be poor. 6. Greater gains possible 
from increasing effectiveness of labor than from equalizing incomes. 
7. Conditions favoring high productivity of industry; healthy 
workers. 8. Training and education. 9. Waste resulting from in- 
competent and dishonest business men. 10. Examples of waste from 
faulty management. 11. Wastes of the business cycle and competi- 
tion. 12. Workers with more incentive to loaf than to labor. 13. 
The lump of work theory. 14. Day wages and piece wages. 15. Pre- 
mium system; profit sharing; stock ownership; industrial democracy. 
16. Loss results from policies of restricting output. 17. Tremendous 
possibilities of increasing output. 18. Greater degree of equality de- 
sirable; methods of promoting equality. 19. Probable effects of re- 
distribution of wealth on the poor. 20. Probable effects on the rich; 
conclusions. 


inipE cers A Wien) Bhibe a. )oomes Deere den @S.-- sealed ).69825 




















Ne ius : ae 
* a ns Fag a af des Se: awe wi ai of SX ae . 
| e ey S co s j 4 < , 

| silat ae : 
i kamen snl ne. 


eat > Or cid 


* | wv dat Raeieyi i neers = indiana 

8 a weal aang te ans a et a 
a fir iets RON Mindy ew ‘ We 

. hres eu Wi es oe bay 

Raisin HM xe ie mend 


ee 







i 
1 eae > » igen be - 


PRINCIPLES OF ECONOMICS 
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CHAPTER I 
WANTS, GOODS, AND WELFARE 


1. Wants of human beings. There are living upon the earth more 
than 1,750,000,000 human beings. If they were deprived of air for 
five minutes the race would be extinct. Without drink they could 
survive a few days at most. Without food the more hardy individ- 
uals might live a few weeks. Exposed to the elements, without 
clothing, shelter, or fire, some would survive, but hundreds of millions 
would die like flies in autumn. Many of those who lived through 
such exposure would in a short time fall victims to the attacks of 
wild beasts, or insidious germs, or the murderous onslaughts of their 
fellows, unless they had the means to defend themselves against 
aggression. Absolutely necessary for existence, therefore, are air, 
food, drink, and means of protection against the elements and hostile 
living organisms. Men want these things because they want to live. 

The wants of civilized human beings are, however, not confined 
to the necessaries of life, such as every animal requires, but embrace 
a vast variety of articles which the ox, the dog, or even the savage, 
would view with indifference. The more highly civilized and cul- 
tured people are, the more wants they have and the more things are 
required to satisfy them. 

2. Wants satisfied by goods. All things capable of satisfying 
human wants, either directly or indirectly, are called goods. To 
enumerate all the kinds of goods required to satisfy the wants of 
cultured people would be a tedious — perhaps an impossible — task. 
The magnitude of such a task is suggested by the size of the cata- 
logues of large mail-order houses which strive to offer goods to 
satisfy every conceivable desire of their customers. Large as such 
catalogues are, they by no means contain a complete enumeration 
of all goods desired by all people. Most of the thousands of items 
listed in such a volume might be grouped in a few great classes of 
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goods, such as food, drink, medicine, building materials, furniture, 
fuel, clothing, ornaments, playthings, tools, machinery, and weapons. 
Furthermore, it may be noted that all these goods — enormous as is 
the number — are wanted to satisfy a few great interests — the in- 
terests of health, knowledge, art, justice, and sociability. Unless 
these interests are reasonably well satisfied for most of the individuals 
of a nation, that nation cannot be said to be enjoying a high standard 
of living or a high degree of welfare. 

3. The earth a storehouse of materials. The things which men 
must have to satisfy their wants are with a few exceptions drawn 
from one great storehouse of materials — the earth. This earth, 
which is man’s estate over which he has been given dominion, is so 
large that to the thoughtless or uneducated person it often seems a 
vague expanse of land and sea stretching out on all sides to infinity, 
a vast area with no recognizable limits. It is well to bear in mind, 
however, that this source of all the goods we use, except the light and 
heat from the heavens, is a sphere of moderate size, less than 8000 
miles in diameter and 25,000 miles in circumference. It is even more 
important to remember that the area of the earth is in round 
numbers 197,000,000 square miles, since from an economic point of 
view we are more interested in the area or surface of the earth than 
we are in its diameter or circumference. Three fourths of the sur- 
face is covered with water, and of the one fourth that is land, less 
than three fifths is fertile. We may calculate, then, that for each of 
the 1,750,000,000 human beings, this earth contains only about 
eleven acres of fertile land. Since the population of the earth con- 
tinues to grow while its area remains always the same, the number of 
fertile acres per capita grows ever less and less. A hundred years 
ago it was more than twenty; a hundred years hence it may be less 
than five. Along with the solid earth human beings hold title to the 
air and the light from sun, moon, and stars. But beyond the bounds 
of the earth they cannot go. On this not very large planet these 
hundreds of millions are cooped up once for all more securely than 
Napoleon at Saint Helena. They can only gaze wistfully at the 
worlds beyond. 

4. Materials of the earth divided into three classes. Through- 
out its history the human race has spent much energy in exploring 
its planetary estate, and has found in this labor romance and ad- 
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venture as well as the more material rewards of discovery. Just as 
when Robinson Crusoe, in exploring his stranded ship, found therein 
some things which he could use for direct enjoyment, such as bread 
and cheese, some things which he could use to advantage in making 
other things, such as saws, knives, and other tools, and some things 
which under the circumstances were useless to him, so men, in ex- 
ploring the great storehouse of nature, the earth, make similar dis- 
coveries. They find some things provided free by nature ready- 
made to satisfy their desires, e.g., wild berries, nuts, and pure water. 
They find some things, which, although not capable of affording 
direct and immediate enjoyment, can be used to advantage in mak- 
ing enjoyable goods, such as fertile soil, forest trees, and rich mineral 
ores. And they find some things of no conceivable use because the 
labor involved in putting them into a usable condition is too great 
to make it worth while, such as desert lands, low-grade ore, or thin 
seams of coal far underground. 

5. Consumers’ goods. Goods which are used to afford direct and 
immediate satisfaction of wants are called consumers’ goods to dis- 
tinguish them from producers’ goods, or goods used in business or to 
produce other goods. Consumers’ goods provided free by nature 
ready for human enjoyment are few in number compared with the 
vast variety of goods the civilized man desires. And most of those 
that are so provided are in such limited quantity that there are not 
enough to go round. Air and sunshine are among the small number 
of consumers’ goods which nature supplies in such profusion that 
they are free to all. Wild berries, nuts, and pure water are examples 
of other gifts of nature to man, ready-made for his enjoyment, but 
found in such limited amounts and in such narrowly restricted 
localities that only a favored few can enjoy them without labor and 
without price. 

6. Producers’ goods. Materials of the earth which man cannot 
use in their natural state to satisfy his wants directly, but which he 
can use advantageously in producing consumers’ goods if he cares to 
labor, are more abundant and more varied in character than ready- 
made consumers’ goods. Included in this class of goods are agricul- 
tural land, forests, mineral deposits, and waterfalls. With these 
things man may labor to produce the things he wants to satisfy num- 
berless desires. From the agricultural land, for instance, he gets 
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his wheat, rye, rice, sugar, cotton; from the forests, timber for his 
houses, furniture, and other articles; from the mineral deposits, iron, 
lead, copper, zinc, and other metals used in making innumerable 
objects to satisfy his wants. 

7. Useless materials. By far the larger part of the materials of 
the earth, however, fall in the third great class — materials which 
are of no use to man because they are in such a form or location, or 
available only at such a time, that he can use them advantageously 
neither to satisfy his wants directly nor to make other things that he 
wants. These useless materials include at present all things more 
than a mile or two beneath the surface of the earth, many low-grade 
mineral deposits near or on the surface, millions of square miles of 
land unfit for cultivation, and, we might add, the vast reaches of the 
oceans, except that these serve man as a means of transportation, 
provide him with a small part of his food supply, and are the reser- 
voirs from which the sun draws the rain that waters his lands. Al- 
though we call these materials useless to man, we must note that 
they are not absolutely useless. Whether or not man can use any of 
them to advantage depends upon the stage of his industrial develop- 
ment. As population grows and industrial processes become more 
effective, many materials in past times considered useless are utilized 
to good advantage. Examples of this are land put under irrigation, 
low-grade gold ore made available by improved processes of extrac- 
tion, tropical land freed from the menace of disease-producing in- 
sects. Still, with all conceivable improvements in methods of pro- 
duction man will be able to use only a small part of the contents of 
the earth to satisfy his wants — he will continue in centuries to come 
to do as he has done. He will merely scratch the surface, and only 
part of the surface at that. 

8. Production, utility, usefulness. If human beings are to enjoy 
more consumers’ goods than the comparatively small quantity and 
limited variety provided free by nature, they must labor to produce 
them. Now, although most persons have labored to produce goods, 
many do not understand clearly just what is meant by production. 
Obviously, when we say that a man has produced something, we do 
not mean that he has created something from nothing. That is im- 
possible, since it is an elementary law of physics that man can neither 
create nor destroy matter. All that man can do is to produce some 
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change in matter. Production consists essentially in changing some- 
thing in such a way that it becomes more useful. For example, when 
men change clay found on a hillside into bricks and arrange the 
bricks together with other materials in the form of a house, they 
make the clay more useful. When they cut down a forest tree and 
transform it into chairs and tables, they make it more useful. 

In slightly different words, and somewhat more precisely, pro- 
duction may be said to consist in so changing things as to increase 
their utility. By ‘utility’? we mean the capacity to satisfy human 
wants, and there is a shade of difference between the meaning of 
“utility” and “usefulness.” A thing has utility for a man if it 
satisfies his desire, whether or not his desire is a wholesome one. 
Poison has utility to the man who wants to commit suicide or 
quietly to dispose of his neighbor’s dog. Unwholesome sweets, or 
liquors, have utility to those whom they satisfy, although they may 
be destructive of health. On the other hand, usefulness implies the 
capacity to satisfy a wholesome desire. We think of something as 
useful when it is good for the user — when it promotes welfare. The 
economist is more concerned with utility than with usefulness. This 
is not because he is indifferent to welfare and is willing to condone or 
justify the production of unwholesome or destructive products. It 
is because the greatest single problem in economics is the price pro- 
blem, and prices, as we shall see later, are determined largely by 
utility rather than by usefulness; by the power of the things con- 
cerned to satisfy wants rather than by their power to promote wel- 
fare. Fortunately, however, most things that satisfy people’s wants 
are conducive to welfare if used in moderation. It is not the task of 
the economist to point out the exceptions. It is better to leave that 
to the physician, the chemist, the sociologist, or the political scientist. 
If some greatly desired commodity is widely believed to be un- 
wholesome, laws may be enacted prohibiting its manufacture and 
sale, as in the case of wine, beer, and whiskey in the United 
States. 

9. Labor that creates utility is productive. Since production con- 
sists essentially in changing something in such a way as to make it 
more capable of satisfying human wants, it follows that any person 
producing such a change is engaged in productive labor. There is a 
distinct tendency, however, to consider productive only those per- 
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sons whose labor changes the form of some article, as the shoemaker 
changes the form of pieces of leather until they represent a shoe, or as 
the carpenter joins boards together in the form of a door. We speak 
of these workers as making a shoe, or making a door, implying that 
they have created something, and we put the stamp of our approval 
upon their labor as productive. We do not in the same way speak 
of the man who transports the boards from which the door is made as 
having made something. Nor do we commonly think of the shoe 
dealer who keeps a supply of shoes in his store as having helped to 
make the shoes. It is easy to fall into the habit of thinking that since 
these men ‘‘make” nothing, they do not aid in the process of pro- 
duction. We may not put the stamp of our approval upon their 
work, and we may begrudge them a fair reward for their labor. The 
fact that many people hold this naive and fallacious notion of pro- 
duction makes it easy to stir up resentment against the railroads 
when their rates seem high, and against retail dealers when they 
charge the customer more for goods than they pay. It is possible 
that railroad rates for some reason may be unreasonably high, or 
that the dealer’s margin of profit may be too wide, but we should not 
forget the fundamental fact that any labor directed toward produc- 
ing a change in materials, adding to their utility, or their capacity 
to satisfy wants, is productive labor. 

to. Form, place, and time utility. The nature of the changes that 
may be made in a thing to make it more capable of satisfying a want 
will be readily understood if we remember that before a thing can 
satisfy a want it must be in the right form, and in the right place, at 
the right time. Since things must be in the right place at the right 
time, as well as in the right form for enjoyment or use, any labor 
directed toward putting them in the right place at the right time is 
productive labor just as truly as labor expended in changing their 
form. A cigarmaker, for example, changes tobacco into the form 
desired by smokers. Railroad employees or truck-drivers transport 
the tobacco to the cigar factory — putting it into the right place to 
be used by the cigarmaker — and transport the finished cigars to the 
cigar store, a convenient place for the smokers to buy them. The 
cigar dealer, by keeping cigars on hand at all times, and being 
ready to hand them out at any time over his counter, makes them 
available at the time the smokers want them. These three classes 
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of workers have all shared in the labor of putting the tobacco into 
the right form, and into the right place, at the right time, to satisfy 
a human want. 

If we analyze processes of production carefully we find that all 
changes made in materials to produce all sorts of products represent 
changes in form, or in place, or in time. Some writers mention 
other kinds of changes, as changes in composition when the baker 
bakes bread from dough, or changes in quantity when the retail 
grocer breaks up a barrel of sugar into ten-pound bags. Such 
changes may, however, be thought of merely as changes in form of a 
particular kind. The main point for the student to carry forward 
is not the number of kinds of changes that may be made in things to 
make them more useful, but the fact that any labor directed toward 
making something more capable of satisfying a human want is pro- 
ductive labor. In other words, any labor is productive that creates 
utility. Economists speak of things as having form utility when 
they are in the right form, place utility when they are in the right 
place, and time utility when they are available at the right time, and 
they recognize as productive all laborers whose efforts lead to the 
creation of utility of form, place, or time. 

11. Difference between goods and services superficial. Writers 
often distinguish between goods and services. They speak of 
workers whose labor produces or helps to produce some tangible, 
material object, as producing a good, and of other workers whose 
labor, although useful, does not apparently result in a tangible ma- 
terial object, as performing services. Included in the group of 
workers who are commonly thought of as rendering service rather 
than producing goods are household servants, barbers, musicians, 
lawyers, physicians. We have, however, no such sharp distinction 
here as one might think. The distinction is superficial rather than 
fundamental. The labor of both these groups of workers is directed 
toward satisfying human wants, and both groups may in this sense 
be said to render service. Both groups, too, produce changes in 
material objects, making these objects more capable of satisfying 
human wants. But in the one case these changes are made in ob- 
jects which by their nature may become objects of merchandise, such 
as loaves of bread, pairs of shoes, or tons of coal. But in the other 
case the changes do not become embedded in material objects 
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that can be thrown on the market, as when a housemaid scrubs the 
kitchen floor or washes the windows. 

If the creation of a vendible commodity rather than the creation 
of utility were made the test of productive labor, as has sometimes 
been done, the labor of the housemaid as illustrated above would 
be considered unproductive. By the same reasoning no musician, 
however talented, would have been a productive laborer before the 
invention of the phonograph. But after this invention was made he 
would at once have become a productive laborer if his music had 
been stored up in a record and had thus become an object of com- 
merce that could be passed from hand to hand. Such distinctions 
are illogical. It is often convenient, and by no means incorrect, to 
speak of some persons as producing goods and of others as performing 
services; but one must be on one’s guard against implying or con- 
cluding that the one class of these laborers is necessarily more pro- 
ductive than the other. 

12. Unproductive labor. The question may be raised, Is there 
such a thing as unproductive labor or an unproductive laborer? The 
answer is yes. Labor may be considered unproductive when it does 
not add to the sum total of goods or services available for the satis- 
faction of human wants. Robbers and beggars must thus be con- 
sidered unproductive no matter how industriously they may ply 
their trade. They add to their own store of goods only what they 
take from others. Unlike the business man who buys and sells, or 
the productive laborer working for wages, they satisfy their wants 
at other people’s expense, giving nothing in return. One may, of 
course, speculate on the possibilities of a Robin Hood adding to the 
sum total of human satisfactions by taking from the rich their 
superfluity and giving to the poor to relieve their distress. Ob- 
viously the utility of the goods thus transferred from the rich to the 
poor would be increased, although the physical quantity of goods 
remained the same. But if anything is to be gained by such a 
leveling process it can be achieved to better advantage in some more 
orderly way. Robbers not only do not add to the total stock of 
goods available for human consumption, but by their violent 
methods of acquisition they seriously interfere with the productive 
labor of others. 

Some kinds of labor are neither clearly productive nor unprodue: 
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tive; as, for instance, competitive advertising. If such advertising 
by manufacturers or merchants merely results in each drawing away 
from each of the others some of his customers, and leaves the total 
quantity and the average quality of the goods sold about the same 
as before, then all the labor applied to advertising may be considered 
unproductive or wasted. If, however, the advertising is educational 
or informative in character and materially aids the buyers in de- 
ciding what, where, when, and how much to buy, to the end that 
they may satisfy their wants more fully by spending their money to 
better advantage, it may represent highly productive labor. Un- 
doubtedly we have advertising of both these kinds. Our unpro- 
ductive competitive advertising represents merely one of various 
kinds of waste of the competitive industrial system. Other examples 
of unproductive labor or laborers may readily be cited. There are 
government employees for whom jobs are created for political 
reasons — jobs which represent unproductive labor if they require 
any labor at all. There are business men who through poor manage- 
ment produce at a loss. This implies, although it does not prove, 
that their labor of direction is not only unproductive, but is actually 
destructive of wealth. If, for instance, an incompetent business man 
at a cost, for labor, materials, and other means of production, of 
$1,000,000, produces a product that is unsalable because it can satisfy 
no one’s want, not only has his own labor been unproductive, but he 
has diverted $1,000,000 worth of labor, materials, etc., to unpro- 
ductive purposes, which but for him might have been productively 
employed by some one else. 

13. Universal scarcity of goods. If the history of mankind were 
written in true perspective, it would consist largely of an appalling 
description of misery resulting from scarcity of goods. We find no- 
where a record of any nation with goods enough to satisfy reasonably 
well the interests of most of the people. We find no trace of a na- 
tion in which all the people have been well fed, well clothed, and well 
housed, or in which more than a small percentage have been well 
educated, and thereby made capable of enjoying the pleasures of the 
cultured man. Except in a few favored nations, during the last 
hundred years ill health, starvation, exposure to the elements, and 
ignorance have been accepted more or less as a matter of course, as 
necessary evils from which for millions of human beings there was no 
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escape. Hundreds of millions have suffered from hunger, shivered 
with cold, lived in ignorance, rotted with disease, killed their fellows, 
been killed in turn, all for lack of goods enough to permit them to 
live healthy and happy lives. 

Even to-day, when the optimist sometimes speaks of the economic 
millennium having arrived, the degree of scarcity and the depth of 
poverty are still deplorable. The actual situation can be presented 
more effectively by statistics than by rhetorical flourishes. 


TaBLe I. Estimatep NaTIONAL INCOME OF THE UNITED STATES, 
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The statistics in Table I are taken from the report of the National 
Bureau of Economic Research on Income in the United States. Be- 
cause of the ability of the economists and statisticians who collabo- 
rated on that report and the care with which they worked, these 
statistics of income are the most reliable figures available. The 
reader should note that the table is divided into two parts, the part 
at the left showing the actual national income of the United States 
for each year from 1909 to 1918 in billions of dollars and in dollars 
per capita, and the part at the right showing the total income and 
the income per capita reduced each year to the purchasing power at 
the price level of 1913. The great rise in total money income and in 
income per capita from 1909 to 1918, and more particularly the rapid 
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rise from 1915 to 1918, is misleading if one forgets to take into con- 
sideration the rise in prices that took place during this period. It 
appears, for instance, that total income rose from $28,800,000,000 in 
1909 to $61,000,000,000 in 1918, or that total income more than 
doubled in nine years. Likewise per capita income rose from $319 to 
$586, not quite doubling. 

But because prices were about 60 per cent higher in 1918 than in 
1913, the total income of $61,000,000,000 would not buy more goods 
than $38,800,000,000 would have bought in 1913, and the per capita 
income of $586 in 1918 would buy no more than $372 in 1913. On 
the contrary, in 1909 prices were lower than in 1913, so that the in- 
come of $319 per capita of 1909 would have bought as many goods 
as an income of $333 in 1913. If one desires to compare the income 
of one year with incomes of other years, in order to note whether the 
power of the people to buy and enjoy goods is changing, it can be 
done better when the incomes are all reduced to dollars of equal 
purchasing power, as in the last two columns of our table. Income 
per capita is of more significance for such purposes than total 
income of the country, since the latter may increase while the 
former does not when population increases, and welfare depends 
upon the quantity of goods available per person rather than upon 
the total quantity available. For instance, 100 persons will be better 
off with 100 loaves of bread than 200 persons with 150 loaves. 

We may note that in 1913, before our economic situation was dis- 
turbed by the Great War, our national income per capita was $354. 
If all persons had shared equally a family of five would have enjoyed 
an income of $1770. In 1918, still assuming that all persons shared 
equally in the national income, a family of five would have had a 
money income of five times $586, or $2930, or, in terms of 1913 
dollars, five times $372, or $1860. The family income in dollars 
would have been much increased, but in its power to buy things 
that the family required the increase would have been slight. The 
best year for our average family in the whole decade would have been 
1916, when it would have enjoyed an income of $2000 in terms of 
1913 purchasing power. 

Low as per capita income in the United States was at the outbreak 
of the Great War in 1914, it was higher than in any other country in 
the world. Whereas the per capita income in the United States in 
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1914 was $335, the per capita income in the United Kingdom, for 
example, was only $243; in Germany, $146; in France, $185; in 
Japan, $29.!_ It should be noted, however, that these great: differ- 
ences in money income were in part offset by lower price levels in the 
foreign countries named. Our table shows that during the war per 
capita income in the United States rose considerably even when re- 
duced to terms of 1913 purchasing power. At the same time per 
capita income in terms of 1913 purchasing power fell in the various 
warring European countries, so that the difference between income 
in the United States and leading European countries became much 
more pronounced during the war than it was before the war, and it 
remains more pronounced at the present time (1926). 

14. Unequal distribution of income. Since the statistics quoted in 
the foregoing section were compiled, productivity of industry in the 
United States and national income have increased considerably, 
and it is probable that per capita income in 1925 was approximately 
$750, or at the rate of $3750 for a family of five.? Now, if all persons 
in the United States shared equally in our national income, and if 
each could spend all his income freely without thought for the future, 
ali could live in a fair degree of comfort. Luxuries would be few, 
economy would be necessary; but actual privation that would cost 
life, health, and happiness would be in large measure avoidable. But 
all persons do not share equally in the national income, and most 
persons dare not spend freely all their annual income, but must make 
provision for their future needs. Moreover, aside from each individ- 
ual’s own future needs, it is necessary that part of the national in- 
come be saved and invested if industry is to progress rather than 
stagnate. It is out of our national income and savings that we must 
provide new and improved means of transportation, additional 
factory buildings, and other capital equipment. 

It is only when we note the actual distribution of income that we 
realize the extent to which the mass of the people in the United 
States, the most prosperous country in the world, suffers from an in- 
adequate supply of goods. In 19138, before the price level was dis- 
turbed by the Great War, 96 per cent of all income receivers in the 
United States had incomes of less than $2000, and even in 1919, 
when the price level had been greatly raised by war conditions and 


t Income in the United States, vol. 1, p. 85. 
2For basis of this figure see Chapter XL, Section 6. 


WANTS, GOODS, AND WELFARE 13 


the cost of living had bounded upward, 86 per cent of all income re- 
ceivers had incomes below $2000 a year. Not only were most in- 
comes below $2000 a year, but a large majority were far below that 
figure, as indicated by Table II. 


TaBLe II. Toe Averacre ANNUAL EARNINGS OF EMPLOYEES NORMALLY 
ENGAGED IN VARIOUS INDUSTRIES * 
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Observe that in Table II the annual earnings of employees in all 
industries in the United States averaged in each of the years 1910, 
1912, and 1914, less than $700, and that they averaged only $1078 in 
the price-inflated year of 1918. Then consider that in many cases 
these earnings constituted the sole, or practically the sole, source of 
income for a father, mother, and several children. Make allowance 
for the fact that in the years 1910-14 a dollar would buy something 
more than once and a half as much as a dollar would buy in 1926, 
and that in 1918 prices were about as high as in 1926, and calculate 
roughly the probable cost of providing a small family with decent 
food, decent clothing, and decent shelter, together with proper 
medical and dental attention, educational facilities, a moderate 
amount of recreation, and various odds and ends which we commonly 
think of as constituting “the American standard of living.” Only 
one conclusion is possible. Millions of our citizens, instead of en- 
joying incomes which permit them to live reasonably comfortable, 
healthy, and happy lives, must live in poverty, stunted mentally, 
morally, and physically by scarcity of goods. 

The statistics in Table II show that average earnings do not vary 
much from industry to industry, with the notable exception of ag- 
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riculture, in which average earnings are less than half the average 
earnings for all industries. Aside from this great difference, which is 
in part offset by the lower cost of living in the country, the averages 
are notable for their uniformity rather than for their differences, and 
all are startlingly low. Were it not for the fact that some workers 
own their own homes and are thus freed from the necessity of paying 
rent, and that in many families there are two or more wage-earners, 
the economic condition of a large part of our working class would be 
intolerable. 

As already indicated, incomes in the United States, as measured 
in purchasing power, have increased somewhat since the statistics in 
the foregoing tables were compiled, but not enough essentially to 
change the picture. In the most prosperous country in the world in 
its most prosperous quarter of a century, namely, the United States 
in 1900-25, a substantial percentage of the people have lived narrow, 
stunted, and more or less embittered lives for lack of goods. In 
other times and in other countries conditions have been worse. 
Throughout the ages poverty, like another Old Man of the Sea, has 
bowed the shoulders of mankind with its crushing weight. 

15. Five fundamental reasons for scarcity of goods. The funda- 
mental reasons for scarcity of goods, or poverty, are five in number: 


(1) Goods provided free by nature, capable of affording direct satisfaction 
of wants without labor, are so limited in quantity, with a few excep- 
tions, such as air and sunshine, and so restricted in variety, that they 
will support only a small number of human beings, and this small 
number only on a standard of living enjoyed by wild beasts. 

(2) When men first learned to labor to produce consumers’ goods they 
labored so ineffectively that they had but little for their trouble but 
their pains, and they have been slow to find and adopt improved 
methods of production. 

(3) The actual working time of a human life is short, when one considers 
the unproductive years of childhood and of old age, the years cut 
short by sickness, accidents, and holidays, and the days cut short by 
sleep and recreation. 

(4) The population of the earth has gradually increased, and this has 
increased the difficulties of providing an adequate supply of food, 
clothing, and shelter for all, since the natural resources of the world 
have remained the same, and the amount of fertile land per capita has 
grown less and less. 

(5) Finally, human beings have spent a considerable part of the time that 
might have been devoted to production, in fighting one another, and 
in destroying one another’s goods. 
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Of these five fundamental causes of scarcity, one can never be 
removed by anything that man can do, namely, the limited amount 
of free consumers’ goods provided by nature. Three others are so 
closely related to fundamental physical and psychological human 
characteristics that they are likely to be modified only in the slow 
process of time and only in a moderate degree, namely, the limited 
number of hours of labor that can be performed in a lifetime, the per- 
sistent growth of population, and the propensity of human beings 
to engage in destructive wars. The one great hope of mankind for 
greater abundance of goods lies, therefore, in removing ineffective- 
ness of labor as a cause of scarcity, or, in other words, in improving 
methods of production. Let us consider these matters in more de- 
tail. 

16. Man can expect no increase in the goods supplied by nature. 
Consumers’ goods provided free by nature have always been so 
limited in quantity, with a few exceptions, such as air and sunshine, 
and so limited in variety, that if human beings tried to live wholly 
on the bounty of nature without engaging in productive labor, only 
a comparatively small number would manage to survive and these 
could not maintain a standard of living above the level of the lower 
forms of life. And in this respect conditions are not likely to improve. 
Nature will in all probability never supply more free consumers’ 
goods than to-day. Not only can man not count upon being showered 
more abundantly with free consumers’ goods by nature in the future 
than in the past, but also he can expect no increase in the natural 
resources of the earth which might tend to make his labor more pro- 
ductive. Our globe will remain substantially as it is, with its 197,- 
000,000 square miles of land and sea. Any change produced thereon 
by nature is as likely to be a change for the worse as for the better. 
The icecaps at the poles may advance or recede. The heat from the 
sun may increase or diminish. Internal disturbances may change 
the earth’s contour. Possibly these changes may make it easier 
for man to supply his wants. But certainly, if the human race is 
going to wait for things like these to better its condition, its eco- 
nomic position will remain as precarious as that of Micawber, who 
had similar ill-founded expectations. 

17. Our earliest human ancestors lived largely on the bounty of 
nature, as wild animals do to-day. Our earliest human ancestors 
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lived largely on the bounty of nature rather than by the sweat of their 
faces. When they sweated at all, it was usually in play or in fighting 
over the limited quantity of the free gifts of nature. They lived as 
wild animals do to-day. Their food doubtless consisted of such 
delicacies as worms, bugs, nuts, and wild berries, and other plants 
and animals requiring no special preparation before being eaten. 
They lived in caves, under overhanging rocks, in tree-tops, or other 
natural shelters, and in climates where clothing was not required for 
protection from the elements, and under social conditions not re- 
quiring an elaborate wardrobe as a mark of respectability. When 
their numbers in any locality increased out of proportion to the 
quantity of free goods available, some migrated to other sections or 
they all fell to fighting over their inadequate supplies. If migration 
and fighting failed to reduce their number sufficiently, starvation and 
disease restored the equilibrium between food and men. 

But the earliest men did not live wholly on the bounty of nature. 
They performed some productive labor, changing the form or loca- 
tion of things they found to make them more useful, or storing them 
up for future use, thus giving them time utility. Productive labor 
was not an invention of the human race, but of our pre-human an- 
cestors or of some other animals. The first being that could properly 
be called a man was born into a world in which production was al- 
ready being carried on in many ingenious ways. His ape-like an- 
cestors, as well as many other animals, had not been living altogether 
on free goods provided by nature. We need only to look about us 
to-day to conclude that this is true. We can see for ourselves that 
many kinds of animals are engaged in labor to satisfy their wants. 
They work for a living as do human beings — changing materials of 
the earth in form, place, and time, to make them more useful. 

18. Men have improved their methods of production; animals 
have not. Squirrels carry home nuts and store them for the winter, 
thus performing two of the fundamental processes of production, 
creating place and time utility. Birds build nests, thus changing 
the form of things to make them more useful. Even more ingenious 
are the operations of bees and ants. Bees gather raw materials from 
flowers, and manufacture and store honey for future use. Ants 
carry through similar projects, laboring with remarkable energy ana 
precision of movement in providing for themselves food and shelter. 
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Some observers have even asserted that certain species of ants culti- 
vate plants and domesticate other insects. 

The mere fact that men early began to labor to produce goods to 
satisfy their wants did not distinguish them from lower animals, nor 
give promise of supremacy over the beasts of the earth. They had 
many rivals in the simple processes of production, some of which 
seemed much more clever than they. What has distinguished men 
from their rivals in production is that men have learned to improve 
their methods of production while the lower animals have not. 
Parenthetically we may remark that most men, like animals, would 
continue using the methods of their ancestors, and are prone to dis- 
courage and oppose any change, taking for their slogan, ‘‘ What was 
good enough for father is good enough for me.” It is the exceptional 
man who sees room for improvement and has the wits to find a better 
way. 

19. The pressure of population. When men learned to improve 
their methods of production — finding new and better ways of chang- 
ing materials provided by nature in form, place, and time, in order 
to make them more capable of satisfying human wants — the way 
was opened to an enormous increase in the quantity and variety of 
goods available for human consumption. More effective methods of 
production made possible the subsistence of larger numbers with a 
higher standard of living. Men moved from caves and tree-tops 
into tents and huts. The use of fuel and clothing permitted them to 
settle in colder climates and utilize a wider range of natural resources. 
The development of herds of cattle and sheep and the cultivation of 
crops increased enormously the quantity of food available. It must 
have seemed to the optimists of long ago that the world would soon 
be living in an era of peace and plenty. But the various improve- 
ments in methods of production which might rapidly have increased 
the quantity of goods available per person, and thus have raised the 
standard of living, tended constantly to be-offset in whole or in part 
by the persistent increase in population. 

There is a tendency for the human race to increase in numbers, 
and if this tendency is not repressed, population may double every 
twenty-five years, or even more rapidly. In other words, a nation 
of 1,000,000 persons may conceivably increase in numbers to 
16,000,000 within a century, through natural increase alone. The 
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tendency to increase in numbers would involve no misery for the 
human race if it were not for the law of diminishing returns. Since 
the law or the economic principle of diminishing returns will be 
considered in detail in a later chapter, we may dismiss it here with a 
few words. The amount of good land in the world is limited, and 
naturally does not increase with the growth of population. Further- 
more, the quantity of food or other products that can be produced 
on an acre of land is limited. ‘True, to a certain extent, more labor 
applied to an acre of land — in growing wheat, for example — will 
increase the yield. But beyond a certain point any further increase 
in labor will yield less than proportional returns. In other words, 
one cannot indefinitely keep on doubling the output of a field by 
indefinitely keeping on doubling the number of laborers working 
on it. 

The same principle applies whether the land is used to produce 
food, textiles, building materials, or what not. Once the best land 
is being utilized up to the point of diminishing returns to supply the 
wants of a growing population, the needs of additional persons can 
be provided for only by labor applied under less advantageous cir- 
cumstances, either as extra labor applied somewhat less productively 
on the better land, or by labor applied to worse land yielding less per 
acre and less per day of labor. In the absence, then, of improve- 
ments in the methods of production the quantity of goods produced 
per hour of labor tends to decrease as population increases, and the 
total quantity of goods available for human consumption tends to 
increase less rapidly than population. Even when new inventions 
and processes bring about improvements in methods of production, 
population may grow so rapidly that the reduction in output result- 
ing from the operation of the law of diminishing returns may more 
than offset the better method used. 

When population increases people must either work harder, im- 
prove methods of production, or get along with fewer goods per 
person. Possibly they may do all three. Some writers with more 
sentimental optimism than logic have denied this, arguing that for 
every extra mouth to feed there comes into the world an extra pair 
of hands to help in providing the food supply, and that thus the good 
Creator has provided an exact balance between demand and supply. 
The trouble with this argument is obvious — the sources of supply of 
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our goods are two, labor and land, and the Creator has made no 
provision for an extra acre to be added to the surface of the earth for 
every additional mouth and pair of hands. 

20. Limitation of the size of families. We have seen that an in- 
crease in population, methods of production remaining the same, 
tends to reduce the production of goods per capita, and thus to 
lower the standard of living. As the population of the earth in- 
creases, the fertile areas tend to become overcrowded and must be 
cultivated beyond the point of diminishing returns, and at the same 
time millions of persons are compelled to labor comparatively in- 
effectively in making a living in the more barren regions of the earth. 
Although one could not say truly now that the earth as a whole is 
already overcrowded, some parts of it apparently are, as, for instance, 
parts of India, China, and Europe. It is probable that one cen- 
tury of increase in the whole population of the earth at the maximum 
rate possible would overcrowd the earth to a degree bringing great 
misery to the mass of the people, even if great improvements in 
methods of production should accompany this increase in popula- 
tion. Finally, it is easy to demonstrate mathematically that even 
at a much lower rate of increase than the maximum possible, the 
human race would in the course of a few thousand years be so numer- 
ous that there would be standing room only on the earth. Even- 
tually, of course, the growth in numbers must cease, and long before 
there is standing room only. 

Unless human beings deliberately restrict the growth in numbers 
by limiting the number of children born per family, or per thousand 
of population, the increase in population will be checked by war, 
starvation, and disease. Many persons, therefore, urge that these 
horrors of war, starvation, and disease be prevented by a reduction 
in the birth-rate. But thus to check the growth of population in 
the world is a matter of extreme difficulty. There is a natural ten- 
dency for men and women to marry and to rear children, and ap- 
parently those who do so generally live happier lives than those who 
do not, even though they must share their material goods with their 
children. The happiness that comes from family life is not, how- 
ever, dependent upon large families, and is probably in most cases 
greatly diminished when the number of children is excessive. Some 
restriction in the number of children below the eight, ten, or twelve 
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often found in a family is highly desirable, not only to prevent even- 
tual overpopulation of the earth and misery for all, but to prevent 
the parents from becoming mere slaves for subsistence and the 
children from being stunted mentally and physically for lack of 
goods. ; 

Up to the present time deliberate limitation of the number of 
children in a family has not been general, and in so far as it has been 
practiced, it has been confined largely to the upper-class families. 
Among the mass of the people large families have continued to be the 
rule, at least until quite recently. The French represent the out- 
standing exception to the rule of increasing population — their 
numbers have been more or less stationary for a generation. It is 
quite probable that limitation in the size of families will be more 
widely practiced in the near future than in the past, but to be effec- 
tive in stopping the growth of population it must be so drastic that 
each person will on the average become the parent of but two chil- 
dren, and even then population would grow if the average life span 
were increased. Such widespread and drastic limitation is not 
likely to occur for many centuries. It runs contrary to fundamental 
human instincts, and therefore is not likely to be practiced by the 
mass of the people without encouragement from their leaders. But 
in many countries, far from being encouraged by the leaders, it is 
discouraged. Many religious teachers oppose it as being contrary to 
the Biblical injunction to man to increase and multiply and re- 
plenish the earth, and contrary also to passages in the New Testa- 
ment. To refuse to bring children into the world, some men hold, 
is but a step removed from murdering them after they are born. 
How badly the world must be overcrowded, and how great the 
misery of the masses must become before it ceases to be sinful not to 
add to the overcrowding and misery, these men do not say. They 
might say that the question of overpopulation is not yet an acute one, 
and that time will bring its solution. Many political leaders oppose 
restriction of numbers in their own country as being politically in- 
expedient because it weakens the country in time of war, ignoring 
the fact that excessive growth of population within their own country 
is likely to involve it in war — either a war of aggression to obtain 
more land, or a war of defense against a coalition of weaker neighbors 
united to overthrow the growing giant menacing their future. ° 
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21. Statistics of population show that the increase continues. 
However desirable small families may be in the interest of their own 
members, and however necessary and obvious it is that eventually 
the growth in numbers must cease, the number of people in most 
countries, and on the earth as a whole, is increasing and will doubtless 
continue to increase for an indefinite time. The population of the 
earth has been estimated at 640,000,000 in 1800; 1,075,000,000 in 
1850; 1,543,000,000 in 1900; and at upward of 1,750,000,000 in 1925. 
As for the United States, where population has grown through im- 
migration as well as through natural increase, the increase in 
numbers has been from 5,300,000 in 1800 to approximately 115,000,- 
000 in 1925. The population of Europe has been estimated at 
175,000,000 in 1800, and at 452,000,000 in 1914, at the outbreak of 
the war. The Great War merely checked the increase in numbers in 
Europe, and in 1925 the population of that continent has been esti- 
mated at 475,000,000. 

The rate of increase in population, except as it is affected by emi- 
gration or immigration, is measured by the excess of the birth-rate 
over the death-rate. These rates are expressed as a certain number 
per thousand of population per year. For example, the birth-rate 
in Massachusetts for the five years ending 1905 was 24.2 per 1000, 
and the death-rate, 16.4, an excess of births over deaths of 7.8 per 
1000. A birth-rate of 45 per 1000 represents a conservative estimate 
of the maximum birth-rate possible in a normal population, and a 
conservative estimate of the minimum death-rate in a normal popu- 
lation, where all preventable causes of death are done away with, is 
15 per 1000. By a normal population is meant one composed of 
normal human beings and not subjected to increase or decrease in 
numbers by immigration or emigration. The difference between this 
maximum birth-rate and minimum death-rate represents the maxi- 
mum rate of increase, 30 per 1000 per year. At this rate population 
would double in twenty-three years, just as money, if put out at 
compound interest at three per cent, would double in twenty-three 
years. This rate of increase has not often been reached. But an 
excess of births over deaths of even 10 or 12 per 1000 may within a 
short time bring an already thickly populated country, as Japan or 
Italy, face to face with the difficult problem of overpopulation, and 
will inevitably bring the world as a whole face to face with the same 
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problem. Japan and Italy may solve this problem by emigration; 
but the world as a whole must find some other solution, in all prob- 
ability. 

During recent decades the birth-rate has fallen in most countries, 
mainly because of late marriages and deliberate limitation of the 
size of families among the well-to-do, or among the more ambitious 
members of the poorer classes, but this decrease in the birth-rate has 
in large measure been offset by a decline in the death-rate resulting 
from a more effective war against disease. In this connection the 
statistics shown in Table III may be of interest. 
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In each of the four countries included in the table the birth-rate 
fell rather persistently and considerably from 1881-85 to 1906-10. 
But the death-rate also fell. In England and Wales and in France 
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the birth-rate fell more rapidly than the death-rate, so that the rate 
of increase per thousand of population diminished. But in Germany 
and Hungary the birth-rate fell less rapidly than the death-rate, so 
that the rate of increase per thousand of population grew greater. 
In all four of these countries except France the rate of increase dur- 
ing the whole period was great enough to indicate serious over- 
crowding of population in the not remote future. 

Statistics for other countries would show similar results — a de- 
clining birth-rate, but a death-rate declining also, a continuing ex- 
cess of births over deaths, and a consequent increase in population. 
There is no good reason for assuming that in the calculable future the 
growth in population will cease except possibly in a few countries. 
In fact, if the methods of disease prevention and cure now known to 
medical science are universally applied and present efforts to find a 
means of preventing great wars in the future are successful, these two 
developments may more than offset the artificial check to the in- 
crease in numbers resulting from conscious limitation of the size of 
families, so that in the twentieth century the population of the world 
may increase even more rapidly than in the nineteenth century, when 
according to the best estimates available it more than doubled. 

Germany and England have found a partial solution of their 
population problem in importing from less thickly populated 
countries food and other raw materials — thus indirectly utilizing 
the land of other countries. Italy and some other thickly populated 
countries have found relief from the pressure of population on natural 
resources by emigration. More than 3,000,000 Italians entered the 
United States alone during the years 1900-14. 

But what, one may well ask, will happen if the world as a whole 
becomes as badly overpopulated as Italy, England, and Germany? 
War? Starvation? Disease? What? 

22. When labor is ineffective, goods are scarce. When it takes 
much labor to produce few goods, then goods are bound to be scarce, 
and misery prevails, for labor is irksome and few men will labor 
long hours except under stress. To many persons, poverty and 
misery resulting from lack of goods are more endurable than the dis- 
comforts and pains of long-continued labor. Even the most in- 
dustrious man can produce but few goods in a lifetime if his labor is 
ineffectively applied, as it is when he works in more or less primitive 
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fashion on poor land or on a very limited area of good land, and that 
is the way most men have labored during the greater part of the his- 
tory of the human race. As already indicated, man’s working life is 
short. If he is lucky he lives threescore years and ten. He can labor 
only a fraction of that time. His first twenty years are not highly 
productive because of his immaturity; nor are his last ten years, be- 
cause of the infirmities of advancing age. His working days per 
year, cut down by vacations, holidays, sickness, and accidents, are 
not likely to exceed three fourths of the year’s three hundred and 
sixty-five, and his working hours per day are not likely to run above 
a third of the twenty-four. His actual effective working time is, 
therefore, only about one third of three fourths of four sevenths of 
seventy years, or ten years. While we commonly think of an in- 
dustrious man as working six days and resting on the seventh, we 
should note that in a lifetime he works ten years, and sleeps, rests, 
eats, plays, or is sick, the other sixty. If, because of scarcity of 
goods, ill temper, love of excitement, or other reasons, men fall to 
fighting, their working life is cut shorter still. Not only is the time 
that is spent in fighting lost to productive labor, but many are killed 
in youth, at the threshold of their most productive years. Further- 
more, many others are wounded and possibly disabled for life, and 
thus do not merely pass from the ranks of productive laborers, but 
become a burden on their fellows. 

Universal peace, progress in medical science, and the prevention 
of preventable diseases and accidents may materially lengthen the 
average life span, and increase the proportion of the average man’s 
life which he may devote to productive labor, and thus increase 
substantially the amount of labor performed in an average lifetime 
and increase the production of goods per capita, even though methods 
of production do not change. But these very gains would tend to be 
offset by the fact that in the absence of a reduction in the birth-rate 
they would be accompanied by a more rapid growth in population; 
war and preventable disease and accidents representing substantial 
checks on increase in numbers. Only limitation in the size of 
families more drastic than we have good reason to expect for many 
generations will prevent the lower death-rate from so increasing the 
rate of increase in population that the increased work span will not 
be offset by the operation of the law of diminishing returns as the 
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growing population presses constantly more heavily upon the limited 
natural resources of the world. 

Moreover, to prolong a man’s life means also to increase his need 
for goods, and to lengthen one’s life, merely to permit one to work 
longer to produce the greater quantity of goods a longer life requires, 
offers not an entirely pleasing prospect. A much more pleasing 
prospect would be the possibility of a longer life and fewer hours of 
labor and more leisure for enjoyment. Under the stress of circum- 
stances many men — perhaps most men —are already laboring 
such a large part of their lifetime that they would find additional 
goods produced at the expense of longer hours of labor too dearly 
bought. We must bear in mind that many kinds of goods require 
time not only to produce, but also to consume and enjoy. It is 
futile to have food and no time to eat and digest it; playthings, and 
no time to play; a downy bed, and no time to lie in it; books, and no 
time to read. 

23. Human happiness dependent upon abundance of material 
goods. We have seen that free gifts of nature are not likely to be 
showered more abundantly upon the human race in the future than 
in the past; that the pressure of population on limited natural re- 
sources is likely to continue; that longer work spans resulting from 
lengthening the average lifetime may bring no substantial net gain 
in enjoyment. We may add that wars are likely to break out in- 
termittently in the future as in the past, and that they may grow 
more rather than less destructive. Is there, then, any possibility 
that mankind may escape from that intolerable evil, scarcity of 
goods, and from the misery of poverty? The answer to this question 
we have already indicated. Abundance of material goods can be 
had only by improving methods of production, and thus increasing 
the effectiveness of labor so rapidly and persistently that production 
of goods per hour of labor increases despite the operation of the law 
of diminishing returns which accompanies the growth in population. 

All honor should, therefore, be accorded those individuals who in 
various ages have through their inventions made labor more pro- 
ductive. They have been real benefactors of the human race, and 
their contribution to human welfare has transcended that of many 
men whose names have been held to be more illustrious than those of 
the inventors. There are hosts of generals, statesmen, politicians, 
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and others whose deeds are recorded in history with whom the world 
could have dispensed more easily than with the unknown men who 
devised the wheel, the wagon, the plow, and other great inven- 
tions. Men who devise improvements in methods of production are 
among the greatest benefactors of their race because they contribute 
to that abundance of material goods without which happiness for 
the mass of human beings is impossible. 

There are some persons of a puritanical cast who would argue that 
men should not strive to enjoy life and be happy during their ter- 
restrial existence, holding that such happiness is sinful, and that the 
true aim of mankind should be to suffer evils and mortify the flesh, 
thus purifying the soul for its lofty flight into celestial regions. There 
are others, it seems, who, although not frowning upon mortals for 
enjoying happiness here below, are inclined to imply that happiness 
is to be found in poverty rather than in abundance, and that wealth 
corrupts and breeds decay and consequent misery. The writer 
would take issue with both these points of view. Happiness is the 
highest aim of mankind and is blighted and not nourished by 
poverty. It is here maintained that human beings are not neces- 
sarily more sinful in striving for enjoyment and happiness here and 
now than the puritan is in striving for enjoyment and happiness for 
himself in a world to come. It is maintained, furthermore, that the 
highest degree of happiness for human beings comes with the highest 
degree of physical, mental, and moral perfection. But a high degree 
of physical, mental, and moral development, and therefore of happi- 
ness, is dependent upon an abundant supply of material goods. In 
all history no one thing has so stunted human beings — physically, 
mentally, and morally — as an insufficient supply of goods to satisfy 
the interests of health, knowledge, art, justice, and sociability. At 
the present time nothing will so increase the possibility of happiness 
for hundreds of millions of human beings as an increase in the supply 
of goods. It is true that wealth may be abused. The rich may live 
in idleness and sloth, while the poor are spurred on by necessity to 
ennobling endeavor. But use and abuse are not synonymous, and 
for every rich man who has been hurt by wealth, there have been 
millions of poor men stunted in their development by the lack of it. 
Material goods and the higher things of life — art, justice, and moral- 
ity — are not antithetical, any more than the earth and the flowers 


WANTS, GOODS, AND WELFARE 27 


that it nurtures. The economist believes that men can create art, 
achieve justice, and live morally more easily in abundance than in 
poverty — that the finer things of life are not flowers that grow best 
in sterile soil. 


EXERCISES 


1. Make a complete list of free consumers’ goods found in your locality. 
Name some additional consumers’ goods which are free in other sections of 
the United States. Why are goods which are free in one section of the 
country not always free in other sections? 

2. What are the fundamental causes of scarcity of goods? Which, if any, of 
these causes will continue to operate indefinitely? Why? 

3. Is a cigar dealer a productive laborer? Isa bootlegger? A superintendent 
of an asylum for homeless cats? A newspaper reporter? A bandit? <A 
gambler? Why or why not? 

4. Suppose that five manufacturers of shaving cream advertise extensively in 
the Saturday Evening Post, each striving to persuade consumers that his 
product is superior to all other shaving creams. Suppose their products 
are, so far as consumers can determine, of equal excellence. Is the labor 
devoted to this advertising productive labor? Why or why not? 

5. If the population of the earth should double each century, what would be 
the total population at the end of five centuries? Approximately how 
much fertile land would there be per capita? 

6. Find the latest authoritative estimate of the total income of the people of 
the United States. If this income were equally divided among all the 
people, would they all be able to live in comfort? 

7. Does an unskilled laborer in your community earn enough to support a 
family of five in comfort? Make out a statement of his probable earnings 
per year, and itemize his probable expenditures. 
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CHAPTER II 
IMPROVING METHODS OF PRODUCTION 


1. The use of capital, or the roundabout method of production. 
Perhaps man’s greatest single improvement in methods of produc- 
tion was the introduction of the use of capital. Capital, as most. 
economists use the term, consists of goods made by man, not for 
direct satisfaction of wants, but for use.in.making consumers”.goods. 
Capital may, theréfore, be called man-made_producers’.goods, to 
distinguish it from land used in production, which is also producers’ 
goods, but not man-made. The advantage gained from the use of 
capital in production lies in this: a given amount of labor expended 
in making the capital goods plus the labor expended in using them 
to produce consumers’ goods will yield a greater return than the 
same amount of labor expended directly in the production of con- 
sumers’ goods. In other words, the roundabout method of produc- 
tion is more effective than the direct method. 

A very good illustration of this, and one often used, is that of the 
primitive fisherman. He found that, by first producing a hook and 
line and procuring bait and using these as an aid in catching fish, he 
could catch and enjoy more fish than if he spent the same amount of 
time in catching fish with his bare hands or killing them with a con- 
venient stick or stone. From some such simple beginning the use of 
capital has spread throughout the world and has so increased in im- 
portance in the leading countries that their form of economic organ- 
ization is often called the capitalistic system. Capital to-day con- 
sists of such things as tools, machinery, factory, and other business 
buildings, raw materials used in manufacturing, stocks of goods in 
stores and warehouses, railroads, improved highways, and motor 
trucks. It consists, in short, of all things made by man to be used 
as an aid in further production. It should be emphasized, perhaps, 
that capital includes not only such things as the leather and ma- 
chinery of the shoe manufacturer, from and by means of which he 
makes shoes, but also such things as the shoes on the shelf of the 
shoe retailer, who by giving these shoes time and place utility merely 
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carries the work of production begun by the manufacturer to its 
ultimate conclusion. 

2. Accumulation and maintenance of capital. The accumulation 
of capital is a slow and painful process, and both its accumulation 
and its maintenance after being accumulated require sacrifice and 
self-denial. Let us revert to the illustration of the primitive fisher- 
man, who, we assumed, accumulated some capital in the form of a 
hook and line. Assume that the fisherman worked ten hours a day 
to supply himself with the necessaries of life, including five hours a 
day to supply himself with food, or fish. Assume that in those five 
hours he caught five fish, all of which he ate with relish from day to 
day. Suppose now he got the idea of the hook and line which would 
permit him to fish more effectively, catching perhaps ten fish in five 
hours; but suppose that to make the hook and line required, in the 
ineffective way he could labor, without tools, fifty hours of labor. 
To carry out his project he either had to work more hours per day 
than before while making the fishing tackle or to cut down on his 
consumption of fish and other goods, so that he could work part of 
his ten hours on the hook and line. In either case sacrifice was in- 
volved. Conceivably he might have saved, during the course of a 
few weeks, enough of the various necessaries of life out of his daily 
output to live on while he made the hook and line during five days 
of uninterrupted labor. In any event, we may say that to equip 
himself with capital the fisherman either had to refrain for a while 
from consuming all he produced or to produce more than he con- 
sumed. 

Accumulating his capital required sacrifice. Maintaining it also 
required sacrifice, or self-denial. Having his hook and line he might 
now fish more effectively and catch ten fish during his five hours, or 
catch the same number of fish in half as many hours. Suppose he 
worked as hard as before, but ate all the fish he caught, or traded 
them for other consumers’ goods. Eventually his hook and line 
would wear out, and he would be as poor as before. To maintain 
his capital he would have to refrain from consuming all his fish, 
saving part of them toward the day when he would need them to 
live while making a new hook and line. He might also have dissi- 
pated his capital by cutting down his hours of labor instead of in- 
creasing his consumption. In short, to maintain capital as well as 
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to accumulate it requires that part of the total labor time be de- 
voted to the production of capital and that less than the total pro- 
duct of industry be consumed from day to day. 

It should be noted, however, that to maintain capital is easier 
than to accumulate it in the first place, because, once the worker 
has the capital to operate with, his output is greater and it involves 
less sacrifice to set aside enough of the daily output to replace the 
capital when it is worn out than the sacrifice involved in the original 
saving. Furthermore, an additional unit of capital is more easily 
saved than the first unit, because saving out of a larger income in- 
volves less sacrifice than saving out of a small one. Still, it remains 
true that even to-day, when enormous accumulations of capital exist 
in advanced industrial countries, maintenance of existing capital 
and accumulation of additional capital involve some sacrifice. Just 
as the primitive fisherman of our illustration had to refrain from 
consuming all he produced to accumulate and maintain his capital, 
so the people as a whole in such a country as the United States to- 
day must refrain from consuming all they produce if they are to ac- 
cumulate more capital or even maintain what they have. In other 
words, as industry is now organized, people must spend for con- 
sumers’ goods less than they earn, and invest part of their income in 
productive enterprise. The business man does this when he uses 
part of his profits to expand his business — increasing the size of 
his factory or store building, buying more raw materials and ma- 
chinery, and the like. The salaried man or the wage-earner does 
this when he puts part of his money income in the savings bank or 
buys stocks and bonds with it, since, when he does this, his savings 
directly or indirectly find their way into the hands of business men 
to be used for business purposes. 

As our discussion proceeds in later pages we shall see more clearly 
the importance of capital and how those who save and invest con- 
tribute to the welfare of others as well as to their own. We shall 
see for one thing that most of the great inventions and devices that 
have made labor more productive and have raised the standard of 
living of the masses have represented merely methods of using 
capital to better advantage and have been made possible only by the 
accumulation and maintenance of capital. Before passing on to 
consider some of the various methods of using capital let us note 
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more carefully the respective differences between capital and land, 
capital and money, and consumers’ goods and producers’ goods. 

3. Distinction between capital and land, and capital and money. 
Capital, it has been stated, is man-made producers’ goods. It 
comes into to existence only when men produce more than they con- 
sume, or, as economic life is organized to-day, when men spend for 
consumers’ goods less than they earn, and invest their surplus. It 
can be increased practically indefinitely, provided only human 
beings are willing to make the temporary sacrifice of not consuming 
all they produce from day to day. Nearly all the capital accumu- 
lated through the ages — buildings, stores of goods, machinery, 
railroads, ships, might be dissipated within a single generation 
through destructive wars, spendthrift habits, or sheer laziness of the 
people. 

Land, or natural resources — the terms are used interchangeably 
by ¢ economists —remain relatively constant in quantity. Man 
cannot add to the natural resources or. land of the world, although 
he may ‘exhaust some classes of natural resources. We sometimes 
speak of ‘‘making” land, as when a swamp is drained, or a water- 
covered flat is filled in with refuse in a city and converted into build- 
ing sites. But such changes in land are covered by our definition of 
capital. They are man-made producers’ goods in the form of im- 
provements on land. For all practical purposes man destroys nat- 
ural resources or land when he exhausts deposits of coal, oil, gas, 
and metal ores, or when, by careless methods of farming, he permits 
erosion of the soil until only the bare rocks remain. But such de- 
structive changes as man may work upon natural resources are not 
likely to represent a relatively important change in the total in any 
one century. And in one very important respect man can neither 
increase nor decrease natural resources, or land, namely, in respect 
to total area, it being understood that the economist’s term land 
includes both land and sea. We may say, then, that, with such 
qualifications as noted here, land remains the same, while capital 
and population may change, and have, in fact, increased many fold 
in recent centuries. 

Capital consists of all man-made producers’ goods. Metals 
coined _and_used_as.money.may. properly be considered man- n-made 
producers’ goods, or capital, But paper money, as will ‘be ex-_ 
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plained more fully later, represents merely promises to pay — 
usuaily promises to pay in gold — and cannot properly be considered 
capital, any more than a deed to.a house may be considered a house. 
In short, we may say that not all capital is money, nor is all money 
capital. But, as will be explained more fully later on, there is a 
tendency to confuse money with capital, which sometimes brings 
disastrous consequences. Since people have grown used to buying 
anything they want with money, when they have it, they some- 
times conclude that if there were more money they could buy more 
goods, either capital goods or consumers’ goods. Since paper money 
has been widely used as a substitute for gold and silver money in 
practically all countries, and since it can be very readily increased 
in quantity if the people insist by merely operating government 
printing presses more freely, the policy has at times been adopted of 
printing great quantities of paper money as an expedient for pro- 
viding the people with more goods. As we shall see in later chapters 
this merely tends to raise prices, and does not increase the quantity 
of either producers’ goods or consumers’ goods available, but, on 
the contrary, by its disturbing effects upon the whole economic sys- 
tem actually brings a diminution in the quantity of useful goods. 

It should be noted, perhaps, that business men commonly use the 
term capital to indicate the value of the property they use in their 
business. They may say, for instance, that Mr. Smith’s capital is 
$100,000. They do not mean that he has that many actual dollars 
in money, but that he has property employed in business that would 
sell for $100,000. They would include as part of his capital any 
land that he uses for business purposes, as his factory site. This 
use of the term capital is not incorrect, and is found in books on 
business finance and other similar topics written by economists and 
others. But the student should note that in books on principles of 
economics; such as this, most economists mean by capital man-made 
producers’ goods, and do not include land as capital, for reasons 
already stated in this section. This distinction between land and 
capital will be maintained in this book; and in later chapters, par- 
ticularly in the chapters dealing with cost and price in agriculture, 
the student will see more plainly why it is desirable to make the dis- 
tinction in books on economic theory. 

4. Distinction between producers’ goods and consumers’ goods 
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based on the use to which they are put. The distinction between 
producers’ goods and consumers’ gocds is not always clear to stu- 
dents. This is largely because the student is looking for a clear-cut 
difference in the nature of the two classes of goods, when, as a matter 
of fact, the fundamental distinction is the use to which the good is 
put. A thing that is used to give pleasure, to gratify, to satisfy a 
want directly, is a consumers’ good. If the same thing can be used 
to aid in producing another good, and is so used, it is a producers’ 
good. For instance, the hook and line of our primitive fisherman 
were used as examples of producers’ goods. We tacitly assumed 
that what the fisherman wanted was not the pleasure of fishing, but 
the pleasure of eating the fish he caught. If, however, he had been 
fishing for fun and not primarily for the fish he caught, the hook and 
line would have been consumers’ goods. Many similar examples 
could be given. A ton of coal burned in an engine in a factory is a 
producers’ good. If the same ton were burned in a man’s house to 
keep him warm it would be a consumers’ good. A large variety of 
goods may be used either for direct satisfaction of want or to pro- 
duce other goods — a larger proportion of all goods than one might 
suppose. A grocer, for example, might eat any one of a hundred 
articles on his shelves, and thus, by the use to which he put it, class 
it with consumers’ goods. But if he keeps these articles for sale, 
they are producers’ goods. By keeping them in stock he is adding 
time utility to them — making them available at the time his 
customers desire them. 

On the other hand, some goods are by their very nature available 
. for use only as producers’ goods, as a plow, or a nail-making ma- 
chine, while others can hardly be used except as consumers’ goods, 
as the clothes a man wears, or the food already placed on his table. 

5. The division of labor and its advantages. Ranking in im- 
portance with the use of capital as a means of increasing the effec- 
tiveness of labor is the division of labor. When men first began to 
labor to produce things they wanted, it was natural for each to 
work for himself, producing everything he could that he wanted, or 
for the family or household to produce everything for itself that it 
could, each member doing the tasks for which he or she was best 
fitted. Because of some natural aptitude or special knack, however, 
or because of the possession of special natural resources, or through 
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some lucky discovery, certain individuals or families were able to 
produce some goods with greater ease and of better quality than 
other individuals or families, and in some cases goods which others 
could not produce at all. Some had advantages in producing some 
goods, others in producing others. When this state of affairs be- 
came generally known, it was natural for trade to develop. Men 
began to swap with their neighbors. Each would trade something 
that he could make easily and well for something he wanted that he 
could make only with difficulty or not at all. Thus the quantity 
and variety of goods which members of a community could produce 
with a given amount of labor were increased. The advantage gained 
was so obvious that it was only natural for some individuals to 
specialize on one or two things which they could make most easily, 
and trade their surplus of these things for all other goods that they 
wanted. By so doing they gained still further advantages in ad- 
dition to those already mentioned. The advantages of the division 
of labor, or specialization at a single task, may be illustrated by the 
example of the shoemaker: 

(1) He found that he had a special aptitude for making shoes — he could 
make shoes more easily and rapidly than anything else. 

(2) He found that by specializing in making shoes he gained in dexterity 
— that is, he could make shoes with greater ease and rapidity, and 
better shoes, by working always at this one task. 

(3) He found that he no longer wasted time in trying to decide what to 
make next, or in hunting for the various tools required for various 
tasks, or in moving about from one task to the next. 

(4) Finally, he found that as a specialized shoemaker he did not require 
so many tools as a jack-of-all-trades, and since he needed only a few, he 
could afford to own the best available. 


Working with these great advantages, the shoemaker was able to 
make so many shoes of high quality in such a short time that he soon 
had more goods, received in exchange for shoes, and more leisure 
than he could otherwise have enjoyed. Other specialists, such as 
the blacksmith, the tailor, the weaver, likewise benefited from the 
division of labor, and so a large proportion of the workers quite 
early in history devoted themselves to a single trade. That these 
advantages were realized thousands of years ago is shown by the 
fact that Plato, who died in 347 B.c., discusses them in his Re- 
public: 
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“Well,” he asks, “when is a man likely to succeed best? When he di- 
vides his exertions among many trades, or when he devotes himself exclu- 
sively to one?” 


After some further discussion he says: 


“From these considerations it follows that all things will be produced in 
superior quantity and quality, and with greater ease, when each man works 
at a single occupation, in accordance with his natural gifts, and at the right 
moment, without meddling with anything else.” 


6. Natural forces and chemical processes. Man has greatly in- 
creased the effectiveness of his labor by the use of natural forces and 
chemical processes to aid him in production. Very early in history 
he doubtless learned to use the force of gravity in moving things 
from a higher to a lower level, as in rolling logs downhill and making 
deadfalls for animals he wanted to kill for use. He used natural 
forces when he floated down a river on a raft, or sailed on the sea, 
and he used the chemistry of nature in growing his crops. But it is 
only comparatively recently that he learned to use the expansive 
power of steam in the steam engine, the explosive power of gas in 
the gas engine, the force of powder and dynamite in mining and ex- 
cavating, and the peculiar powers of electricity. Only recently, too, 
has he systematically developed chemical processes which have not 
only increased the effectiveness of labor, but have added greatly to 
the variety of products available for human consumption; as, for 
instance, coal-tar dyes, artificial silk, or rayon, and other products 
of chemistry laboratories. 

7. Economic evolution. A study of economic history shows a 
persistent improvement in the methods of production — more and 
more effective ways of moving things about, changing them in form, 
and making them available at the right time, in order to increase 
their capacity to satisfy human wants. This persistent improve- 
ment in the art of production may be referred to as economic 
evolution, and is based almost wholly upon an increasing use of 
capital in more diverse forms, an increasingly elaborate division of 
labor, and a more and more extensive application of natural forces 
and chemical processes. Economic evolution has not proceeded at 
an equal pace at all times nor in all countries. At times progress 
has been slow and halting, and during periods accompanying or 
following great wars or calamities retrogression has sometimes 
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temporarily taken place. At other times progress has been ex- 
tremely rapid as a result of a series of great inventions or discoveries. 
New and improved methods appear in some countries generations 
or even centuries before they are adopted in others, and in certain 
backward regions of the world methods of production are still being 
used that would have been considered antiquated in others thou- 
sands of years ago. Although wars and other calamities may tem- 
porarily halt economic progress, and although some races have been 
notoriously slow in adopting or devising new inventions, improve- 
ments in methods of production have rarely been lost altogether, or 
relinquished until superseded by still more effective methods, and 
inventions and discoveries applied in one country normally in the 
course of time are adopted in others. As a whole, and in the long 
run, the world advances. 

8. Stages of economic evolution. Writers on economic history 
often describe economic evolution as consisting of a number of 
stages, as, for example, the five following stages: 

(1) The hunting and fishing stage. 
(2) The pastoral stage. 
\ (3) The agricultural stage. 


F (4), The handicraft stage, 
(5) The industrial stage. 


It is sometimes implied that if one traced through the economic 
history of any advanced industrial country one would find that the 
people had advanced successively through the first four stages named 
above and are now living in the fifth. In other words, it is implied 
that they lived by hunting and fishing in primitive times; then ad- 
vanced to the pastoral stage — of living by domesticating animals, 
and keeping flocks and herds, presumably on natural ranges or 
pasture lands; then turned to agriculture as a means of gaining 
greater abundance of goods more easily; then developed manufac- 
ture by hand, or the handicraft system; and finally entered the in- 
dustrial stage, which implies primarily manufacturing in factories 
with the aid of machinery and mechanical power. It is implied also 
that each of these successive stages of economic evolution represents 
a more effective method of production than the preceding stage and 
makes possible a higher standard of living even in the face of a 
growing population pressing more and more heavily upon limited 
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natural resources. Now all this is not quite true, although such an 
enumeration of stages as just given does indicate in a general way 
the nature of industrial evolution. Let us consider the matter 
further. 

It is doubtless true that in the early history of the human race 
hunting and fishing were the dominant industrial pursuits, and it is 
probable that in some parts of the earth the hunting and fishing 
stage was followed by the various stages of economic evolution in 
which keeping of flocks and herds on natural pasture lands, tilling the 
soil, manufacturing by hand, and manufacturing by the aid of ma- 
chinery and mechanical power became successively the dominant 
method of gaining a living. But it is probable that some manu- 
facturing was carried on before animals were domesticated or land 
was cultivated, as, for example, the making of bows and arrows, 
hooks and lines, and other hunting and fishing equipment. Further- 
more, it is not certain that the pastoral stage preceded the agri- 
cultural stage in all parts of the earth. The reverse was probably 
true in some localities. Finally, it should be noted that the older 
methods of production have not been given up entirely as new 
methods have been developed. In some countries hunting and 
fishing, keeping of flocks and herds on natural pasture lands, ag- 
riculture, manufacture by hand, and manufacture by machinery are 
all being carried on simultaneously, each of these methods of pro- 
duction, or gaining a living, being followed by part of the people. 
Certain individuals may take a part in several of these methods of 
production, as, for instance, the farmer, who grows crops on his 
better land, grazes cattle and sheep on his hilly or stony land, hunts 
and fishes in slack seasons, manufactures by hand various house- 
hold or barnyard contrivances, and occasionally works in a neigh- 
boring factory. 

It should be understood, then, that by the transition of a people 
from the hunting and fishing stage to the pastoral stage is not meant 
a universal shifting from the one method of gaining a living to the 
other, but merely a switching over of a substantial proportion of the 
people from the less effective stage of hunting and fishing to the 
more effective stage of keeping flocks and herds, and so for the 
transition from any one stage to the next stage. While it would be 
possible for people to give up hunting and fishing altogether, and 
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while these industries have become of small relative importance in 
most countries of the world, it is obvious that agriculture must 
always remain one of our most important industries, so that we 
can never get away from the agricultural stage absolutely. It is 
probable, too, that there will always be some manufacture by hand, 
and some keeping of cattle and sheep on natural pasture lands. At 
present there is no country living absolutely in the industrial stage, 
although in some countries, such as England, Germany, and Belgium, 
manufacturing by machinery and mechanical power in factories has 
become the dominant occupation of the people. It is quite proper 
to speak of such advanced countries as being in the industrial stage 
even though many of their people are still engaged in tilling the soil 
and in manufacturing by hand. 

g. Capital and economic evolution. Industrial evolution has 
been based in large measure upon the use of greater quantities of 
capital in more diverse forms. Men in the hunting and fishing stage 
used but little capital. They did little productive labor except that 
involved in catching fish and game for food, manufacturing a few 
simple articles of clothing or adornment, making natural shelters 
in rocks or treetops more habitable, or possibly making tents and 
constructing huts. Their capital consisted primarily of the simple 
tools or implements required for these occupations, such as bows and 
arrows, stone hammers, axes, and knives, and the like. 

When more or less by chance men discovered that animals, as 
cattle, sheep, and goats, could be domesticated, and that labor ap- 
plied to herding them, protecting them and their young from wild 
animals, and feeding them during the cold months of the year, 
would yield a greater return per day in meat, milk, butter, cheese, 
hides, skins, wool, and other animal products, than labor applied 
to hunting and fishing, then capital became of much greater im- 
portance than before. These herds and flocks maintained for the 
production of various animal products were capital, or producers’ 
goods used in the production of consumers’ goods, and not for the 
direct satisfaction of wants. An animal becomes consumers’ goods 
only when it is prepared for consumption. A thousand persons 
gaining their living primarily by keeping cattle and sheep would 
require many times as much capital as would that many persons 
living by hunting and fishing. 
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Likewise, when men began to cultivate the soil they required the 
use of greater quantities and more diverse forms of capital than be- 
fore. True, such simple agricultural methods as those employed 
by the North American Indians before the coming of the Europeans 
required but little capital —a stone axe to girdle and deaden the 
trees that encumbered the land; a crooked stick to stir the earth after 
the dead trees were burned; a few grains of corn to plant in the virgin 
soil, and possibly a dead fish dropped in with the seed to fertilize 
the soil — such was the Indian’s capital employed in agriculture. 
With such primitive methods, however, agriculture could not be 
made highly productive, but remained merely a supplement to 
hunting and fishing. To increase output per acre enough to support 
such a dense population as lives to-day in western Europe much more 
elaborate capital equipment has been necessary. A variety of 
grains, grasses, fiber plants, vegetables, and root crops have had to 
be tried out and adapted to the various kinds of soil in the various 
kinds of climates. Rotation of crops has had to be practiced to 
bring the best results. A variety of tools and implements have had 
to be devised to prepare the different kinds of soil for the great 
diversity of crops and to harvest the crops. Barns, granaries, and 
other storehouses have had to be built in which to store the products 
of the soil pending sale or consumption. The enumeration need 
not be carried further. It is evident that to be most effective ag- 
riculture requires the use of much capital. The history of agricul- 
ture consists largely of an enumeration and description of new and 
more productive crops introduced and adapted to the soil and 
climate, new and improved methods of cultivating and fertilizing 
the soil, improved and elaborated farm equipment of all kinds, all 
these things involving the use of a greater quantity of capital per 
agricultural worker, and making possible a larger output per day of 
labor and per acre of land. The growing use of capital and the 
consequent increase in the effectiveness of a day of labor in ag- 
riculture is symbolized by the evolution in plowing from the labo- 
rious stirring of a few square yards of soil with a crooked stick to 
plowing twenty acres a day with ease with a gasoline tractor and a 
gang plow. 

In manufacture and transportation the use of capital and the re- 
sults on the productivity of labor have been even more spectacular 
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than in agriculture, particularly since about the year 1760, which 
marked the beginning of the Industrial Revolution in England. 

1o. The Industrial Revolution. The term “Industrial Revolu- 
tion”’ is fittingly applied to the revolutionary changes in methods 
of production and in business organization when through a series 
of great inventions machinery and mechanical power came rather 
suddenly and extensively into use in manufacture and transporta- 
tion. The Industrial Revolution took place first in England, where 
most of the great inventions were made, but the improved methods 
of production were in a few decades adopted in other countries of 
western Europe and in newer countries like the United States. 
More recently they have been applied in Japan and other Asiatic 
countries, and they are gradually spreading over all parts of the 
world. 

We cannot here enumerate all the great inventions of the In- 
dustrial Revolution, but among those most commonly mentioned 
are the following: 

(1) The flying shuttle, the spinning jenny, the water frame, the spinning 
mule, the power loom, and the cotton gin, all directly concerned with 
the production of textiles. 

(2) The steam engine, the locomotive, and the steamboat, concerned with 
the application of mechanical power to manufacture and transporta- 
tion. 

(3) The substitution of coke and coal for charcoal in smelting iron ore, the 


puddling process in converting pig-iron into malleable iron, and the 
substitution of rollers for hammers in working malleable iron. 


Although the date of the Industrial Revolution in England is 
sometimes arbitrarily placed as from 1760 to 1840, no one year can 
be said to have definitely marked either the beginning or end of the 
movement. All of the inventions named above, except the flying 
shuttle and the use of coal and coke in smelting iron ore, were made 
and applied between the years 1764 and 1825, or within the space of 
sixty-one years. But the year 1825 marked merely the bare be- 
ginning of the use of steam power on railroads, and ocean transpor- 
tation by steam did not become important for another generation. 
Many other important inventions, too, have been made since 1825, 
as, for example, shoemaking machinery, agricultural machinery, 
improved processes of making steel, the gas engine, the telegraph, 
telephone, and radio, and the aéroplane. 
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In France the Industrial Revolution did not get well under way 
until about 1825, and in Germany not until about 1850, and in some 
other European countries even later. We may say then that the 
industrial stage of economic evolution is comparatively young, only 
in England having been in existence more than a century. The 
average man fails to realize how profound were the changes that 
resulted from the application of the mechanical inventions of the 
Industrial Revolution and how recently they have occurred. These 
changes include a vast expansion in the use of capital, a great in- 
crease in the average size of the individual business establishment, 
the more elaborate division of labor, the growth of a wage-earning 
class sharply marked off from the employing class, the development 
of business competition on a national and international scale made 
possible by the widening of the markets by cheap transportation, and, 
finally, an enormous increase in the effectiveness of labor, particu- 
larly in manufacture and transportation. The increase in the 
effectiveness of labor in manufacture and transportation permitted 
a tremendous increase in population in the countries of western 
Europe and newer countries such as the United States, led to the 
concentration of population in manufacturing and commercial 
centers, and profoundly affected the agricultural industry both in 
old countries and in new. Let us consider some of these develop- 
ments in more detail, and to provide ourselves with a point of de- 
parture let us note briefly the methods of production and the form 
of economic organization before the time of the Industrial Revolu- 
tion, as illustrated by conditions in England. 

11. Agriculture before the Industrial Revolution. In England, 
as in other countries, towns were small during the Middle Ages, 
and possibly nine tenths of the people lived in the country, most of 
them connected with large estates called ‘‘manors.’’ The manors 
were ‘“‘held” by the lord of the manor from the king or some other 
overlord, and were cultivated by various classes of tenants who 
were bound to the soil. The land was very ineffectively cultivated 
in what is called the ‘open-field system.” A common arrangement 
was to lay off the arable land of the manor into three fields, one to 
be devoted to some crop planted in the fall, such as wheat, another 
to some crop planted in the spring, such as oats or peas, and the 
third to lie fallow. This represented a convenient but wasteful 
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method of crop rotation, each piece of land being idle one year out of 
three. Equally wasteful was the method used in cultivating the 
fields. Hach field was divided into long narrow strips perhaps three 
or four rods wide, but sometimes only one rod wide, and the strips 
were separated by a “balk” or boundary of unplowed land, so that 
a considerable proportion of the. whole field bore no crop, and the 
cultivated portion could not be conveniently cross-harrowed, and 
consequently could not be cultivated to best advantage. Hach 
tenant had the right to cultivate one or more of these strips for his 
own use. In return for this privilege he had to help cultivate the 
strips or fields belonging to the lord of the manor, and to perform 
other work in the interest of the lord. The tenants lived in a little 
group of huts or village on the manor, near which were located also 
the church and the house of the lord, or manor house, and possibly 
also a mill and blacksmith shop. In addition to the arable land 
the manor contained considerable areas of natural meadow land, 
pastures, and woodland, to all of which the tenants had certain 
rights. These medieval manors were largely self-sufficing: that is 
to say, they produced practically all the goods they consumed, 
the exceptions consisting of luxuries imported for the lord of the 
manor and his family, and certain articles that were necessary but 
could not be produced on the manor, such as salt, iron, and medi- 
cines. 

Long before the Industrial Revolution the manorial system of 
agriculture in England began to break up. The tenants or serfs 
who were bound to the soil gradually obtained their freedom, either 
becoming craftsmen or merchants in neighboring towns or remain- 
ing in the country as small landowners, free tenants of large land- 
owners who did not themselves cultivate their land, or as agricul- 
tural laborers. The unfenced areas of meadow, pasture, and wood- 
land, which were in the nature of semi-public land, were through a 
series of so-called “‘enclosure’’ movements enclosed into privately 
owned fields, and in many cases the old strips of the open-field system 
were consolidated into fields, owned or cultivated by one man, the 
farmer thus having the use of one field of perhaps thirty acres in- 
stead of a large number of separate strips. But in large portions of 
the country the open-field system remained much as in medieval 
days. And up to the beginning of the Industrial Revolution the 
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masses of the laborers in England were still engaged in agricul- 
ture. 

12. Manufacture before the Industrial Revolution. Although 
most of the people in medieval England lived in the country on the 
practically self-sufficing manors, here and there small towns grew 
up, most frequently around some fort or some place where a break 
in transportation occurred, as where goods were landed from abroad 
on the seacoast or unloaded from river boats for transportation 
across the land. These towns became convenient trading centers 
where the merchants dealing in the comparatively limited variety 
of articles of medieval trade could buy and sell or display their 
wares. In these towns certain handicraftsmen began to specialize 
at manufacturing various articles for sale, as, for instance, the shoe- 
makers, weavers, millers, bakers, and smiths, and, adopting as their 
family name that of their occupation, became the ancestors of the 
numerous Shoemakers, Weavers, Millers, Bakers, and Smiths found 
in the average English or American community. Incidentally it may 
be noted that a similar development took place in Germany and 
other continental countries, and consequently among the Germans 
we find great numbers of Schumachers, Webers, Miillers, Beckers, 
Schmidts, and soon. Thus in any telephone directory we may find 
to-day a very good enumeration of the trades at which our ancestors 
in the Middle Ages specialized, and get a very good idea of the na- 
ture of the simple division of labor then practiced. 

The various merchants or craftsmen in these medieval towns 
eventually organized merchant gilds mutually to aid and protect 
one another in their commercial activities, not altogether unlike 
our modern chambers of commerce. Merchant gilds are said to 
have been found in Italy and other European countries as early as 
the eleventh century. Somewhat later, as the towns grew and the 
number of craftsmen in a single trade became larger, craft gilds were 
organized, made up of members of a single craft. 

The gilds had various purposes, including social and charitable 
aims, but their main purpose was to regulate and limit competition 
among their members for their own good, and often to bar outsiders 
from the local market. They had rules, for instance, against fore- 
stalling, engrossing, and regrating: that is to say, members of the 
gild were forbidden to forestall their fellows in buying raw materials 
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or other goods before they were thrown on the open market or to 
buy up the whole supply, or to buy more than they required for 
their legitimate purposes with a view to selling to other members of 
the gild at a profit. 

The craft gilds also laid down rules regulating the quality and 
price of the product, hours of labor, admission of new members to 
the gilds, and so on. The rules and regulations of the gilds, al- 
though designed for the good of their own members, to some degree 
protected the customers of the craftsmen by upholding high stand- 
ards of workmanship. But to offset this advantage to the public 
was the tendency of the gilds to become exclusive in membership, 
and to restrict quantity of output in order to maintain higher prices 
for their product. 

Before the Industrial Revolution, when manufacture was still in 
the handicraft stage and things were still made by hand, as the word 
“manufacture” literally implies, and not by machinery, little capital 
was required to engage in business with a fair prospect of success, 
except in overseas trade in which a ship and cargo represented a 
considerable investment. In standard trades, such as that of the 
weaver, the tailor, or the shoemaker, all that was required for the in- 
dependent business man was a small shop, which might also serve 
as his residence, a few simple tools or other appliances, and a small 
stock of raw materials. For inland transportation the capital used 
consisted of the pack-horse, the cart, or the wagon, or, on rivers, small 
boats. Nearly all avenues of business were open to the capable and 
industrious workman who learned a trade. In the little shops the 
proprietor himself worked at his trade, assisted perhaps by a jour- 
neyman or two and by one or more apprentices. The journeymen 
were men who had learned the trade, but who had not yet saved 
enough to venture into business for themselves; the apprentices 
were boys working for their keep and the opportunity of learning a 
trade. Both journeymen and apprentices could in time hope to 
engage in business for themselves. Wages were small, saving was 
difficult, and the rewards of a life of industry meager at best. But 
so small was the amount of capital required, so numerous the shops 
in proportion to the population, that a workman could reasonably 
hope to pass progressively through the stage of apprentice and jour- 
neyman into that of the independent proprietor — his own master. 
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The typical master was a former apprentice and journeyman; the 
typical apprentice or journeyman, a future master. Between these 
classes there was no sharp cleavage. 

Within the trade there was little subdivision of labor. The 
number of workers in a shop was small, and each worker would be 
likely to perform most if not all of the operations involved in pro- 
ducing the finished product. In making shoes, for example, he cut 
out both the soles and the uppers, and sewed them together, and 
performed the other operations required. The shoe, good or bad, 
was the product of his labor, in which he might take pride or of 
which he might feel ashamed. The market for all goods except 
those light in weight and of considerable value was mainly local, 
since costs of transportation over great distances prevented a pro- 
ducer from selling cheap and even moderately bulky articles in 
distant markets. All these things made for close personal relations 
between producers and consumers, and between master and work- 
man. 

13. The domestic system. In the latter part of the handicraft 
stage a new system of industry developed in England which has 
been called the “domestic system.” It had its beginning apparently 
in the fifteenth century, and flourished principally in the cloth- 
making industry. Under the gild system the craftsman who pro- 
duced the cloth, with the aid of journeymen and apprentices, owned 
his tools and raw materials, and was an independent business man, 
But under the domestic system a new class of business men appeared 
called “merchant manufacturers,” or, in the clothing industry, 
“clothiers.” They might also be called “capitalist employers.” 
In the clothing industry, for instance, they bought wool and gave it 
out to workmen to be spun, woven, dyed, and so on in the workers’ 
own homes, receiving back the finished product and paying the 
workers wages for their labor. Often the workers did not own their 
own tools and other manufacturing appliances; these were rented 
to the workers by their employers. Much of the work was per- 
formed in small villages or in the country, possibly to escape the 
hampering regulations of the craft gilds. Sometimes all the stages 
of manufacturing cloth would be carried through under one roof, 
but in some cases the materials would be handed out successively to 
carders, spinners, weavers, and other workmen, being thus carried 
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back and forth from employer to workmen in a manner wasteful of 
time and labor. The domestic system, although not an efficient 
method of manufacture, had some advantages. It permitted work- 
men to combine cultivation of the soil with manufacture, thus 
making full use of their time the year round, and it kept the popula- 
tion scattered in the open country instead of tending to herd it to- 
gether as does the modern factory system. Whatever its advantages 
or disadvantages, the domestic system, and other phases of the 
handicraft system, became suddenly antiquated by the advent of 
the age of machinery and mechanical power. 

14. Machinery, mechanical power and the factory system. In 
1764, Hargreaves invented the spinning jenny, a machine that 
would spin eight threads at a time against the single thread spun by 
the spinning wheel. Improved from time to time and operated by 
the mechanical power supplied by another new invention, the steam 
engine, this device was applied successively to the spinning of cotton, 
wool, and silk, and other textiles with astonishing results. Workers 
operating modern spinning machines produce a hundred times as 
much yarn per hour of labor per worker as the spinners formerly 
produced with the spinning wheel. In other words, a worker now 
produces more yarn in an hour than the worker of two centuries or 
less ago could produce in a week working from dawn to dark. The 
power loom marked a similar, although less pronounced, improve- 
ment over the hand loom. In industry after industry machines 
were invented to do what was done before by hand. The machine 
operated by steam power, and later by electricity in many cases, 
largely displaced the hand tool driven and guided by human muscles. 
Not only in manufacturing, but in mining and transportation, and 
even in agriculture, the machine has made its way. Improved 
processes of making iron and steel have helped to supply the chief 
materials from which the machines are made. Weak human 
muscles, easily tired, and often unsteady, cannot compete with the 
machine, powerful, swift, tireless, and accurate in its movements. 
All work that a machine can do, machines eventually will do — all 
work that can be reduced to a routine of mechanical movements. 
It is sometimes said, without much exaggeration, that we have ma- 
chines now that can do everything but think. 

The introduction of machinery and mechanical power marked 
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the beginning of the end of the small manufacturing plant, with its 
simple and inexpensive equipment and its few workmen. To pro- 
duce shoes, for example, by machinery requires not merely one ma- 
chine, but many. There is no machine that makes shoes; only ma- 
chines that perform certain operations — like cutting out soles, 
sewing in the linings, pegging the heels, etc. There are more than a 
hundred such operations, and for nearly every operation there is a 
special machine. To house these machines a large building is re- 
quired, and to turn the wheels, mechanical power. The machines 
must be put under a common roof for the sake of efficiency in opera- 
tion and management, and therefore the workmen that operate the 
machines must also be brought together in one large building, or at 
any rate in a number of buildings close together. Thus the small- 
shop system gave way to the factory system. Instead of the small 
shop, with its small capital and its master with his few assistants, all 
likely to become masters in their day of similar shops, we have the 
large factory, with scores, hundreds, or even thousands of hired 
workmen operating machines worth many thousands and even mil- 
lions of dollars, in buildings worth even more. For these workmen 
the chance of becoming independent business men is remote. True, 
we read many stories of office boys becoming presidents of great 
business concerns, and we say glibly that every man has his chance. 
But it is the one chance in a hundred or a thousand. There simply 
are not enough presidencies to go round. If industry is so organized 
that the number of wage-earners exceeds the number of establish- 
ments one hundred to one, then obviously there is on the average 
only one chance in a hundred for the wage-earner to become the 
owner or manager. Wage-earners, most must remain. 

15. Workman’s condition changed for the worse in some re- 
spects. The workman’s position in relation to his employer was 
thus changed in several respects. The typical workman no longer 
had a prospect of becoming his own employer. He was no longer 
one of a small group with close personal relations with his em- 
ployer, but merely one of hundreds or thousands of employees with 
whose personal affairs the employer had little concern. Finally, 
whether one particular workman out of the hundreds employed 
stayed or left was a matter of small importance to the big employer. 
A workman could be replaced as easily as a broken-down machine. 
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In another respect, too, his position was changed. Whether he 
worked in a textile mill, a shoe factory, or in other manufacturing 
establishments, he no longer by his own efforts made a complete 
article which he could point to as the product of his industry and 
skill. He became a mere machine attendant, concerned only with 
the constant repetition of asingle simple task. His work became as 
mechanical, almost, as that of the machine he operated, and often 
dreadfully uninteresting and tiresome. The machine rather than 
the workman was the dominating factor, determining the quantity 
and quality of product. With small interest in his work, with no 
pleasant personal relations with his employer, and frequently very 
unpleasant ones when the employer chose to show his power, the 
workman’s position was not a happy one, and one might ask, Why 
did these men desert their small shops and rush into the factories? 
The answer is, economic necessity. Because of the greater efficiency 
of the machine system, the factories could undersell the small shops 
in a competitive market. The hand-loom weaver who stuck to his 
trade could not sell the few yards of cloth produced in his shop for 
enough to sustain life. The records show that some who stub- 
bornly refused to fall into line in the factory system starved beside 
their looms. As it was with the weavers, so it was with hand work- 
ers in other trades. The choice lay between the factory job and 
starvation. 

In transportation and mining a similar change occurred — from 
the small establishment or concern to the large one. The pack- 
horse, the cart, and the wagon gave way in large part to the rail- 
road. Coal and metal mining became ventures on a larger scale 
with more extensive use of mechanical equipment, and with more 
men employed per establishment. Thus in various branches of in- 
dustry a new problem emerged — the problem of labor and capital, 
the relation between a comparatively small number of powerful 
employers and a much larger number of more or less helpless em- 
ployees dependent upon these powerful men for employment and 
their daily bread. 

16. Complex division of labor. In the preceding section it was 
stated that in the factory workmen no longer individually produced 
complete articles as they did in the old shops. Numerous workers 
now perform the numerous operations involved in turning out a 
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factory shoe — each specializing on a particular task for which a 
machine has been devised. In other words, simple division of labor 
has given way to complex division of labor. It is possible that com- 
plex division of labor would in time have developed independently 
of machine production because such subdivision of tasks brings ad- 
vantages over simple division similar to the advantages that simple 
division of labor has over the jack-of-all-trades system. Just as the 
man who specializes on making shoes gains certain advantages over 
the jack-of-all trades — advantages arising from natural adaptation, 
dexterity, saving in time otherwise lost, and the more effective use 
of tools — so the sole cutter who does nothing but cut soles gains 
similar advantages over the less specialized shoemaker who per- 
forms ninety-nine other operations. But in addition to these four 
advantages over simple division, complex division of labor gains the 
further advantages arising from the use of machinery and me- 
chanical power, since it is only through complex division of labor 
that these aids to production can be employed, in most cases. Com- 
plex division of labor and the use of machinery and mechanical 
power thus go hand in hand. Without the first the second would 
not be practicable. With the second the first becomes tremen- 
dously more effective. Both are products of the Industrial Revolu- 
tion. 

17. Geographical division of labor. A third form of the division of 
labor has become much more important as a result of some of the 
inventions of the Industrial Revolution — the geographical division 
of labor having assumed a new significance with the cheapening 
of transportation by the railroad and the iron steamship. By 
geographical division of labor we mean the specialization by the 
people of a particular locality in the production of a few pro- 
ducts or of a single product. The cities of Lynn and Brockton in 
Massachusetts are predominantly given over to the manufacture of 
shoes which are sold in many parts of the United States and in 
many foreign countries. With the money received for these shoes, 
these Massachusetts shoemakers, employers and employees alike, 
buy the various other things they use; for instance, bread made from 
wheat grown perhaps in the specialized wheat-growing counties of 
Kansas, coffee produced in the coffee-growing district of Brazil, 
sugar from the sugar-producing centers of Cuba or Java, or collars 
made in Troy, New York. 
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The advantages arising from geographical division of labor are 
somewhat similar to those arising from the simple division of labor. 
A whole community or section of a country may have a special apti- 
tude for producing some particular article — either because of the 
character of its natural resources or because of the skill of its people. 
Kansas is naturally adapted to the production of wheat because its 
soil and climate are peculiarly adapted to that product. Cuba is 
naturally adapted to the production of sugar cane for the same 
reason. Germany is naturally adapted to the production of coal-tar 
dyes and other chemical products because Germans have the stu- 
dious habits and the patience necessary to carry through the 
chemical experiments on which a chemical industry is based. A 
second advantage of geographical division of labor arises from the 
increased efficiency that comes through the development of special 
services and facilities. In the shoe manufacturing centers of 
Massachusetts, for example, shops and factories have grown up 
where shoe manufacturers may buy accessories, or findings, to ad- 
vantage, such as lasts, buttons, eyelets, etc. Manufacturers have 
little difficulty in securing the services of experts of all kinds required 
in the shoe industry. In short, a community may specialize at 
making something for which it is naturally adapted, or it may 
specialize at something for which it is not particularly well adapted 
by nature, and gain proficiency through constant practice. Wheat- 
growing in Kansas is plainly a case of natural adaptation. Shoe- 
making in Massachusetts represents predominantly a case of pro- 
ficiency gained through constant practice — the industry there 
having been established more or less by chance. However, the 
presence of a small body of workers with some knack for making 
shoes had something to do with the beginning of the industry. 

Some geographical division of labor has existed since ancient 
times, but, as Adam Smith long ago said, the division of labor is 
limited by the extent of the market. When transportation costs 
are too high, goods cannot be marketed far from the place where 
they are produced. Cheapening of transportation makes possible 
the shipping of goods to great distances, and gives wider scope not 
only to geographical division of labor, but to complex division of 
labor within the geographical district by providing a market for a 
larger output, and making possible larger factories in which alone 
complex division of labor can be utilized to full advantage. 
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18. Increased production of goods. All these improvements in 
methods of production have made it possible to produce goods 
with a rapidity and ease that would appear miraculous to men who 
lived a thousand or even two hundred years ago if they could be 
brought back to life to view the spectacle. They would see women 
and girls with a twist of the hand setting in motion huge machines 
spinning hundreds of threads with their hundreds of spindles whirl- 
ing at great speed; automatic looms of intricate design weaving in- 
dustriously, requiring no human attention except when a broken 
thread threatens harm to the fabric, and then coming uncannily to 
a stop until human fingers help them do the one thing they cannot 
do, mend the thread; a wonderful device drawing into itself a strip 
of green paper and a roll of thin wire, and spouting out in rapid suc- 
cession packets containing hundreds of pins neatly stuck in rows on 
paper; other similar machines turning out bolts, nuts, screws, snap- 
fasteners, electric light bulbs, newspapers. They would see a half- 
dozen men with a locomotive and a long string of cars transporting 
many hundreds of tons of goods hundreds of miles a day; another 
small group loading ten thousand tons of iron ore on a ship in forty 
minutes; a farmer plowing deep and well with the aid of a tractor a 
twenty-acre field ina day. All these marvels and more they would 
see and compare with work done by workers long ago, at the spin- 
ning wheel, the hand loom, the blacksmith’s forge; with the small 
cart or wagon creaking along a few miles a day on a dirt road; with 
the agricultural laborer and his hoe, or his ineffective plow and tired 
horse or mule. Seeing these things they might wonder, as men 
living to-day sometimes do, why this enormous increase in the 
effectiveness of labor has not provided every human being with all 
the goods necessary for his welfare; why poverty is still the lot of 
millions. 

19. Why poverty still exists. There are various reasons why 
poverty still exists. In the first place, the increase in the effective- 
ness of labor is not so great as may at first sight appear. The great 
number of machines and the other capital equipment which make 
production seem so easy must themselves be produced with human 
labor. We must reckon with the labor expended in making the 
capital as well as with the labor expended in using the capital. The 
girl who tends the machine in the textile mill does not by herself 
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alone spin the miles of thread. Other workers have helped her in 
that task—the mechanics who made the machine, the iron 
workers who produced the iron and steel from which the machine 
was made, the miners who mined the ore and coal without which 
the iron could not be made, and still other groups of workers who 
directly or indirectly had a hand in providing her with the machine, 
the building in which it was housed, and the fiber from which the 
thread was spun. In the second place, no great gain in efficiency 
has been made in some fields— as in retail trade, in clerical work, in 
professional work. Here one man accomplishes but little more than 
a century ago. in the third place, much energy is expended in 
making goods that do little to promote welfare, such as liquor, 
foolish playthings, and objects of display for the masses and ex- 
travagant luxuries for the rich. Worse still, the most advanced 
nations of the world destroy enormous quantities of goods in wars, 
and kill and cripple millions of their most capable young men at 
the height of their productive power. Moreover, the capacity to 
produce is often not utilized to the full. Employers and employees 
quarrel over the division of the product, and production temporarily 
comes to an end. Factories close down, and millions of men are 
idle. Even in the absence of open quarrels there may be dissatis- 
faction on the part of the workers over real or fancied wrongs, and 
then they loaf on the job, or even secretly injure or destroy the 
very machinery that makes their labor effective. Employers, too, 
are often inefficient and stupid, producing things that are not 
wanted, or too much of some things and too little of others. _ IIl- 
advised government policies also obstruct production. 

Despite all these things, however, the quantity of goods produced 
for human consumption has so increased during the last two hun- 
dred years that the masses in advanced industrial countries may 
enjoy comforts and luxuries that even kings did not dream of 
hundreds of yearsago. And if men would but cease their quarreling 
_and fighting, their extravagance and waste, and would try seriously 
to understand the industrial system under which they live and 
strive to correct its defects, it is probable that no human being 
would need to suffer from lack of necessary goods. We in the 
United States at least now have the capacity to produce everything 
we need if we will but use it to the best advantage. 
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. What is capital? How and why is it accumulated and maintained? 

2. What is the distinction between capital and land? Between capital and 
money? Is all capital producers’ goods? Are all producers’ goods capital? 

3. Enumerate the advantages of the simple division of labor; of complex divi- 
sion of labor; of geographical division of labor. 

4, What is meant by economic evolution? Name the stages of economic 
evolution. 

5. What is meant by the Industrial Revolution? When did it take place? 
Enumerate the great inventions of the Industrial Revolution. What were 
the results of the Industrial Revolution? 

6. Before the Industrial Revolution and the extensive use of machinery in 

production, the people of England managed to produce goods enough to 

live on, and to bring up children. Why is it that now, with the extensive 

use of machinery which in some cases Increases the output of the worker a 

hundred fold, poverty still exists in that country? This question may be 

applied to other countries as well, such as Germany, Belgium, and Italy. 
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CHAPTER III 
EXCHANGE, VALUE, AND PRICE 


x. Improvements in methods of production bring new and per- 
plexing problems. One of the interesting conclusions that may be 
drawn from a study of economic history is that improvements in the 
methods of production tend to bring with them new and perplexing 
economic problems. Thus the simple division of labor brought the 
problem of exchange. To his trouble in producing there was added 
for the specialized worker the new problem of trading off his sur- 
plus stock to good advantage for other things that he wanted. The 
use of capital raised the question of a just distribution of the pro- 
duct between the man who produced or owned the capital and the 
man who used it. The growth of the factory system brought to the 
front the most serious problem of the relation between employers 
and employees. The use of money and credit, which greatly 
facilitated production and exchange, brought many problems so 
important that to several of them we must devote whole chapters of 
this book. Among these problems are those connected with the 
business cycle — crises, panics, and depressions. The advantages 
gained from large-scale production are accompanied by the danger 
of monopoly. Following on the heels of geographical division of 
labor come the problems of transportation and foreign trade. It is 
needless to specify further. Efficiency is purchased at the price of 
complexity. Unless we understand these problems we cannot solve 
them. We cannot understand them without serious study, since 
they are perplexing and confusing. Left unsolved, they lead to in- 
justice, unrest, vituperative oratory, and danger of bloodshed, and 
possibly to total economic disorganization. It behooves the 
serious-minded then to study these problems that they may aid in an 
intelligent way in keeping our economic organization from being 
wrecked by its own complexity. In the following chapters some of 
the problems here mentioned will be discussed in detail. In this 
chapter we will introduce the subjects of exchange, value, and price. 

2. Division of labor makes exchange necessary. The immediate 
problem that was presented when men adopted the simple division 
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of labor — that is, when the butcher, the baker, and the candlestick- 
maker displaced the jack-of-all-trades — was that of exchange. It 
became necessary for the shoemaker who produced nothing but 
shoes to trade his surplus stock of shoes for the various other things 
which he needed for himself and family, and for the hatter likewise 
to dispose of his hats. It is true, the problem of disposing of the 
surplus and of obtaining other needed articles could have been solved 
without resorting to exchange. The butcher, the baker, the candle- 
stick-maker, as well as the shoemaker and the hatter, might have 
turned the products of their labor over to a general custodian of the 
goods of the community for the use of the people in general, and to 
this custodian they could have gone to get the things they needed. 
Such an arrangement whereby all producers turn their surplus stock 
over to the community and draw from the common store such goods 
as they need is called ‘‘communism,” and many people have urged 
the adoption of such an arrangement as representing an ideal system 
of sharing the products of industry. Without pausing here to dis- 
cuss the merits or demerits of communism at length, we may simply 
remark that it appears to have two great faults which alone are 
enough to make it impracticable. Few goods would be made and 
turned into the common store, and many would be demanded from 
the distracted custodian. In other words, the people would desire 
to work too little and to consume too much. It is for these main 
reasons that communism has not flourished while exchange has. 

3. Difficulties of barter. The simplest and most direct way of 
exchanging one’s goods for other goods is by the method of barter, 
or, to use a more colloquial expression, by the method of swapping. 
Doubtless all exchange was first conducted by barter, and that 
method is still used to some extent. For the most part, however, 
barter has been displaced by money exchange, or, in other words, 
by buying and selling, because money exchange has certain ad- 
vantages over barter. To state the matter concretely, the shoe- 
maker found it more convenient for several reasons to sell his sur- 
plus shoes for money and with money to buy hats than to trade his 
shoes directly for the hats he needed. Let us note what these 
reasons are. 

Since money exchange largely superseded exchange by barter be- 
fore the introduction of the factory system and the complex division 
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of labor, we may use for illustration the case of the old-time shoe- 
maker. Assume that he has a considerable stock of shoes on hand 
which he wishes to trade for various other articles he needs, in- 
cluding hats. His first difficulty will be in finding a hatter who wants 
to trade hats for shoes. This is referred to as the double coincidence 
of barter — each party to the trade must have what the other 
wants, and want what the other has. His second difficulty will be 
to agree with the hatter on a ratio of exchange. Shall they trade 
at the rate of one pair of shoes for two hats, two pairs of shoes for 
one hat, or at some other rate? The third difficulty that might be 
encountered is that they might agree, not that one hat was worth 
one pair of shoes or two pairs, but that seven pairs of shoes would be 
a fair trade for eleven hats. Since they could not trade in fractions 
of hats or shoes, they could not trade at all unless the hatter took 
seven pairs of shoes and the shoemaker eleven hats. Both might 
be obliged to take more than they wanted or give up the trade. If 
they did trade on such terms, and both later made other trades 
similar in nature, then they would both eventually have ac- 
cumulated a considerable quantity of goods of various kinds that 
they had no use for. This would involve then further trading of a 
most troublesome kind, and give rise to the fourth difficulty of 
barter — the necessity of knowing a fair rate of exchange for any 
one of a large number of articles in terms of any one of a large 
number of other articles, with the value of many of which the trader 
might be unfamiliar. The shoemaker, being accustomed to trade 
in shoes, might have a fairly definite idea as to how many shoes he 
might reasonably offer for a certain number of hats, coats, or shirts. 
But after having traded about considerably he might be confronted 
with the stupendous problem of deciding whether a blind horse, a 
lame mule, and a belligerent goat would be a fair trade for a pig, a 
gold ring, anda dog. ‘Truly, trade under such circumstances might 
be interesting and intellectually stimulating, but it would be waste- 
ful, requiring much time and energy that might otherwise be de- 
voted to production. 

4. Money introduced to avoid the difficulties of barter. The 
difficulties of barter were so obvious and serious that traders 
naturally welcomed any device that would obviate them. The de- 
vice hit upon was money, which came into general use at a very 


58 EXCHANGE, VALUE, AND PRICE 


early date in some such manner as the following: The shoemaker 
in trading off his shoes found that some things were desired by 
more people than other things, and that a few commodities were in 
such high favor that they were desired by practically everybody. 
Furthermore, he found that practically everybody who had any 
property at all owned some of these highly regarded articles, such 
things as furs, shells, grain, gold, silver, or copper. As soon as our 
shoemaker found which one of these popular articles was most 
highly esteemed and widely owned, he was able greatly to reduce 
the time required to dispose of his surplus stock of goods and to 
acquire in exchange therefor the things he wanted. Assume that 
the most highly esteemed and widely owned commodity in his 
community was silver. Then, if he wanted a hat, he no longer 
needed to find a hatter who wanted shoes. He simply found some 
one who wanted shoes, and took silver in exchange for the shoes. 
Since silver was generally desired, he could then trade some of his 
silver to any hatter for a hat, and so with any other articles he de- 
sired. Silver thus used we may refer to as money or a medium of 
exchange. This method of trading avoided most of the difficulties of 
barter. The double coincidence of barter disappeared. The shoe- 
maker no longer had to trade his shoes directly for the things he 
wanted. He no longer had to accept in exchange various articles 
which he did not want in order to get rid of his shoes. One difficulty 
remained’ — the difficulty of agreeing upon the amount of silver 
that he was to receive for his shoes, and the amount that he was to 
give for the things which he wanted, but once this rate of exchange 
was agreed upon, there was no difficulty encountered in closing the 
deal, regardless of the ratio. The silver could be cut into pieces 
of any desired size or weight. The trouble of the seven to eleven 
ratio that perplexed the traders in the shoe-hat deal was now easily 
overcome. If the agreement was to trade one pair of shoes for 
seven elevenths of a certain piece of silver, they simply cut that 
much off the silver and closed the deal. Silver is divisible without 
injury to its value. Hats and shoes are not. Even the rate of ex- 
change could be more easily agreed upon, once silver came to be 
generally used as a medium of exchange in the community, because, 
after a time, a certain quantity of silver would become recognized 
as a fair trade, or price, for a pair of shoes, and another quantity as 
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a fair price for a hat, and so on. Since people had fewer ratios of 
exchange to bother with they gained more definite notions about 
the few they did use. 

In this general way, then, certain commodities came into use as 
money in various communities. In some communities one com- 
modity might serve the purpose, in others, another, and in the same 
community various articles have been used as money at various 
times and even at the same time. 

5. The uses, or functions of money. An article that is used as 
money serves, or may serve, a number of purposes: __ yJ 
(1) It may serve as a medium of exchange, as sepia Shave: 

(2) It may serve as a measure of value. 


(3) It may serve as a store of value. 


(4) It may serve as a ater of Rees Lyon bu 
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words of explanation. Thea: use of money as a medium of decries 
has already been sufficiently illustrated in our account of the shoe- 
maker. However, there is a tendency for students to accept the 
phrase “‘medium of exchange” without realizing that money is 
literally a medium, a go-between, an intermediate agent, sought 
after by the shoemaker, not for its own sake, but for the service it 
renders in obtaining for him hats, coats, and shirts in exchange for 
his shoes. He seeks money for the same indirect purpose that a 
spiritualist who wants to get into communication with the soul of 
his departed grandfather visits a spiritualistic medium. Both 
money and the spiritualistic medium are but means to an end, not 
ends in themselves. What the shoemaker is primarily interested in 
is not the quantity of silver that he gets for his shoes, but the quan- 
tity of other goods which he gets for the silver received for his shoes. 
Some of our gravest economic problems grow out of the failure of 
many people to understand this simple fact. 

The use of money as a measure of value is closely related to its use 
as a medium of exchange. If, as we have assumed in our illustra- 
tion, silver has come to be generally used as a medium of exchange, 
the shoemaker naturally measures the value of his stock of goods in 
terms of silver — his one hundred pairs of shoes, for example, he 
may reckon as worth fifty ounces of silver, or one half ounce of 
silver per pair. Other goods are valued in the same way. In other 
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words, money becomes a common denominator of value. By value, 
it should be noted, we mean power in exchange, ‘The value of any 
good is the quantity of other goods one can get in exchange for it. 
When some particular commodity, like silver, comes into use as 
money, and is used as a measure of value for all other things, we call 
the quantity of money we can get for anything its price. In other 
words, price is value expressed in terms of money. Since, as pointed 
out in the preceding paragraph, money is desired, not for its own 
sake, but for what it will buy, it follows that the shoemaker should 
be less interested in the price of his shoes — the amount of money 
he gets for them — than in their value — the amount of other 
things he can buy with the money he gets for them. It is important, 
therefore, that we should not forget the distinction between price 
and value. When the people of a democracy do forget this dis- 
tinction, they are likely to proceed forthwith to legislate themselves 
into serious economic difficulties. On this matter more will be said 
in later chapters. 

Of the use of money as a store of value little need be said, since 
that use of money is no longer important. In former times when 
the precious metals, gold and silver, came into use as money, people 
often hoarded up fortunes in the form of money, because in this 
form their wealth could easily be hidden away, and thus protected 
from unscrupulous public officials or private marauders. In coun- 
tries as well governed and as stable politically as the United States 
is to-day, it is not necessary for people thus to conceal their wealth. 
Furthermore, there are so many opportunities for profitable in- 
vestment which yield the owner a good income that it is foolish as 
well as unnecessary for one to store up his wealth in the form of gold 
or silver and hide it away. 

On the other hand, the use of money as a standard of deferred 
payment is now more important than in earlier times. Money is 
thus used when one buys something and promises to pay for it later, 
as a house ora factory. In such cases one promises to pay a certain 
amount of money, and the use of money greatly facilitates such 
payments. It would be convenient neither to the buyer nor seller 
to have the promise made in terms of commodities in general, or 
even in terms of some particular commodity not in general use, since 
at the time of payment the debtor might have none of that article, 
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and the creditor might not want any. Since a very large proportion 
of all goods bought to-day, both by business men for business pur- 
poses and by consumers for pleasure, is bought on credit — that is, 
by a promise to pay in the future — this use of money has become 
very important, and involves some intricate problems that perplex 
both economists and statesmen. On this more will be said in our 
later chapters on money. 

6. Gold money an example of the survival of the fittest. The use 
of money followed quite naturally the introduction of the simple 
division of labor to obviate the difficulties of barter, as already 
pointed out, and various articles served at various times and places 
for money. Cattle, wheat, rice, tobacco, furs, shells, gold, silver, 
copper, iron, and many other commodities have been thus used. 
For reasons that can more conveniently be discussed later, gold and 
silver finally became the most commonly used money. These 
metals achieved this distinction through a process of natural selec- 
tion and the survival of the fittest. Their peculiar characteristics 
or qualities fitted them to perform the four functions of money better 
than any other substances. Between gold and silver there was a 
long period of rivalry to win first place in the leading monetary 
systems of the world, and for a time they ran a neck-to-neck race, 
and were looked upon with equal favor by the people of the leading 
countries of the world. Finally, during the nineteenth century, 
gold won the race throughout Europe, in the United States, and in 
most other countries of any considerable economic importance. 
Silver was not banished altogether. It was still permitted to serve 
as a medium of exchange in a subordinate capacity. Gold, however, 
became the sole standard or measure of value and standard of de- 
ferred payment. In other words, price was understood to mean the 
amount of gold a thing was worth, and when silver coins were used 
as a medium of exchange they were regarded, like paper money, 
merely as substitutes for the standard money gold, and were ac- 
cepted as money only on the understanding that they would be re- 
deemed in gold. The subject of price can be understood better if 
we illustrate it by a concrete statement of just what is meant by 
price in the United States. Likewise the relation of gold to other 
kinds of money can be made clear by a brief description of the 
monetary system of the United States. 
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7. Whatisadollar? We have already defined price as the amount 
of money given for something, or as value expressed in terms of 
money. In the United States, gold is the standard money — that 
is, gold is the money used as a measure or standard of value. Price 
in the United States means, therefore, a certain quantity of gold. 
Everybody is aware that we state prices in this country in terms of 
dollars and cents. But possibly not one person in a hundred could 
answer the question: What is a dollar? This question was put by 
the writer to a class of forty college students, some of them juniors 
and seniors, and not one was able to answer. The dollar is our 
unit, or measure, of value, and by act of Congress consists of 23.22 
grains of pure gold. So that when we say the price of something is 
a dollar, we mean that a unit of the commodity in question can be 
traded for 23.22 grains of gold, which represent its value in money. 
A $10,000 house is worth and can be exchanged for 10,000 times 
23.22 grains of gold, or about forty pounds of the precious metal. 
For the sake of convenience in trading, gold that is to be used asmoney 
is generally stamped into coins. This makes it easy to identify, and 
prevents fraud, and for most purposes makes it easier to handle. It 
should be noted, however, that if a man sells a house for $10,000, it 
might be a matter of indifference to him whether he received his 
forty pounds of gold in a single lump or in gold coins. So long as 
the lump contained the correct weight of pure gold, it would be 
worth the face value of the $10,000 in gold coin. Now it happens 
that, although the gold dollar is our unit of value, our Government 
no longer coins a one-dollar gold piece because it has found that such 
a coin is too small for use as a medium of exchange. For a medium 
of exchange we use other coins and paper money. In active circu- 
lation we find the five-, ten-, and twenty-dollar gold pieces, the silver 
dollar, half dollar, quarter, and dime, the nickel, and the penny, 
and six kinds of paper money. All this money, except the gold 
coins, is freely accepted at its face value only because it represents 
directly or indirectly a promise to pay its face value in gold. The 
material of which it is made is worth much less, the silver in the 
silver coins being worth only about half their face value, the nickel 
and copper in the smaller coins less than half, and the paper in the 
paper money obviously a negligible fraction of its face value. 
About these various kinds of money more will be said later in our 
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chapters on money and banking. The main point, to be carried 
forward here is that, although we have silver dollars and paper 
dollars, and multiples and fractions thereof in circulation, serving 
as a medium of exchange, our standard dollar is the gold dollar, and 
all our prices are expressed in terms of this gold dollar, for which all 
other dollars may be said to serve merely as messenger boys. To 
emphasize what has already been said, a dollar means in the United 
States, in the last analysis, 23.22 grains of pure gold, not a silver 
cartwheel nor a piece of paper. It is something very specific, 
definite, and concrete. There is nothing mysterious about it. It 
is as plain as an old shoe — merely a little piece of gold, by means of 
which we have mutually agreed to measure our incomes and our 
fortunes and the value of the things we buy and sell. Yet out of 
this dollar and out of this agreement to use it for these various pur- 
poses have grown some of our greatest economic and political pro- 
blems — about it have raged some of our most bitter election cam- 
paigns. : 

8. Money has become practically necessary under our present 
economic organization. When division of labor developed in its 
simple form, exchange became necessary, but the use of money did 
not. Money was then not a necessity, but merely a convenient 
means of escaping the difficulties of trade by barter. People could 
have got along tolerably well without money. Hats could have 
been traded for shoes, meat for bread, bread for candles. Neither 
the butcher, the baker, nor the candlestick-maker need have lacked 
the necessaries of life for the lack of money. The comparatively 
small number of wage-earners, the journeymen, could have been 
paid in commodities. What pay the apprentices got was in con- 
sumers’ goods, and not in money — they got their board, lodging, 
and clothing. But when the factory system developed, with its use 
of machinery and other capital and complex division of labor, money 
ceased being merely a convenience and became practically, if not 
absolutely, a necessity. Industry as now organized could not get 
on tolerably well without the use of money. It is doubtful if it 
could get along at all. Could the business men who operate a steel 
mill pay for their raw materials by trading for them their finished 
product? Would the wage-earner feel satisfied if paid in steel in- 
gots, rods, bars, and wire? Or if paid in consumers’ goods obtained 
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by the steel mill owners in trade for their steel? Imagine the 
difficulty experienced by the United States Steel Corporation in 
fixing wage scales for its quarter of a million employees in terms of a 
variety of consumers’ goods such as would satisfy all! How agree 
upon the quantity and the variety, and the quality of each kind? 
Again, how could a business concern calculate its profits without the 
use of money as a measuring stick? How add up the various items 
of its income and costs into grand totals in order to strike a balance 
at the end of the year? Under simpler economic conditions the 
items were not so varied, and a simple process of counting objects 
might give the owner a fair idea of whether or not he was prospering. 
But such a system of keeping books would not answer under our 
present highly organized industrial system. Money we must use 
now as a measure of value and a medium of exchange if our business 
is to be carried on effectively. And its use for various purposes has 
become practically indispensable to the consumer as well as to the 
business man. How simple it is, for example, to pay your street- 
car fare with money! How complicated to pay it in any other way! 
How simple to go to the ‘‘movies”’ occasionally and pay admission 
at the door in money! How complicated to arrange with your em- 
ployer to take part of your pay in admissions to the ‘‘movie,”’ paid 
for by him in steel ingots which you helped to produce! The plain 
truth is that the use of money simplifies for all of us, both as pro- 
ducers and as consumers, operations which would otherwise be ex- 
ceedingly complicated, and perhaps impossible. People who advo- 
cate the abolition of money because its use gives rise to some serious 
problems and sometimes leads to injustice apparently do not realize 
that fact. The obvious remedy is not the abolition of money, but 
the study of money and its uses, so that it may be used more in- 
telligently. 

In this chapter we have given only the essential facts concerning 
the use of money and its importance in an economic system organized 
on the basis of production for profit. In later chapters money and 
monetary problems will be considered in more detail. 

9. Price, a most important subject the study of which is curiously 
neglected. Under our present form of industrial organization com- 
paratively few goods are produced and consumed by the same per- 
son. Practically everybody is engaged in production for exchange. 
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Most of the goods that most of us enjoy are bought with money we 
receive for the goods or services we sell. The work of the farmer and 
that of the housewife offer the most conspicuous exceptions to the 
general rule. Farmers still produce in many cases many articles of 
food for themselves, and the work of the housewife is mainly 
directed to the production of goods for the use of her own family. 
And even in these two cases the drift is strongly away from produc- 
tion for use and toward production for sale. The farmers buy 
larger and larger proportions of their food, and the housewives buy 
more and more ready-made consumers’ goods from the grocery, the 
bakery, and the clothing store, and tend to find employment for 
their spare time in business or the professions. 

Weare, therefore, tremendously interested in the rate of exchange 
of the things we sell for the things we buy, and since exchange is 
now conducted for the most part by money, we are interested in 
price — value in terms of money. The business man is interested 
in the price of his product, and the prices paid for his raw materials 
and other producers’ goods which he buys; the wage-earner in the 
price of his labor, and the prices that he pays for the goods he con- 
sumes. Everybody who is taking an active part in industry — who 
works for his living — is constantly buying and selling, and must 
realize that his welfare depends upon the relation between the 
prices that he receives for the things he sells and the prices that he 
pays for the things he buys. One would think, therefore, that 
everybody, having such a vital interest in prices, would make a 
serious study of prices — would try to understand what makes the 
price of a particular good go up or down, or what makes prices in 
general rise or fall, or what the effects might be on prices of govern- 
ment regulation of industry, of a protective tariff, of combinations 
in restraint of trade, of inflation of the currency, of a change in the 
banking laws, of restriction of output, or of a bounty on the pro- 
duction of gold. Curiously, however, few people attempt any such 
serious studies. Of superficial interest there is enough and some 
to spare. Parrot-like repetitions about the law of supply and de- 
mand, and sarcastic comments on politicians who would undertake 
to repeal the law of supply and demand by act of Congress. Mo- 
notonous repetitions of ancient fallacies, particularly during political 
campaigns when the rival candidates provide abundance of ma- 
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terial from which an economist free from political prejudices might 
produce a highly interesting Handbook of Political Bunk for the 
delectation of all persons well enough informed to recognize an 
economic fallacy or inconsistency when they see one. All this we 
have, but serious study of the fundamental principles of economics, 
of the forces concealed behind supply and demand, of the dangers 
that grow out of mistaken economic policies, private and public, 
there is dangerously little. It is in hope of encouraging such study 
that the following chapters of this book, dealing mainly with prices, 
have been written. 


EXERCISES 


. What is the relation between the division of labor and exchange? 
2. What is barter? What are the difficulties of barter? How did men learn 
to avoid these difficulties? 

3. If a merchant were dealing in 100 commodities by barter, how many ratios 
of exchange would he need to know? 
Suggestion: He would need to know the ratio of exchange between each 
commodity and every other commodity. If x equals the number of com- 
modities the number of ratios would be 

x(x — 1) 

——— 


“ 


— 


If one of these commodities were silver and were used as money, how many 
ratios would he need to know? 

4. What are the four uses of money? Which of these are the more important? 

5. In the United States, what is a dollar? A certain man had $10,000 in gold 
coins and $10,000 in silver coins. In a fire all the coins were melted into 
bullion, which he recovered after the fire. How great was his loss? Why? 

6. Suppose a law were enacted and actually enforced abolishing the use of 
money. What difficulties would be encountered in carrying on the present 
system of industry? 
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CHAPTER IV 
BUSINESS ORGANIZATION AND PROFITS 


1. Why every one is interested in business. Comparatively few 
persons in highly industrialized countries such as the United States 
produce the goods that they use to satisfy their own wants. Most 
of us buy most of the goods we want from others who have pro- 
duced them for sale. We get the money to buy these goods by pro- 
ducing goods for sale ourselves, or by selling our labor or the use of 
our material possessions to others. People who are producing goods 
for sale are said to be engaged in business, and are called business 
men. If these business men hire others to work for them for wages 
or salaries, they are called employers, and the hired workers are 
called employees. The employees may be said to be engaged in 
business, but they are not generally called business men. Most 
of the workers in the United States are connected with business, 
either as employers or owners on the one hand or employees on the 
other. Important exceptions are government officials and clerks, 
teachers, preachers, and domestic servants. Most people are there- 
fore obviously interested in business from two points of view. They 
are interested in the business in which they are engaged, for from it 
they draw the money to buy the goods they want. They are inter- 
ested in other branches of business, upon which they are dependent 
for the goods they buy. Quite obviously those persons who are not 
engaged in business pursuits, such as teachers, preachers, govern- 
ment employees, and domestic servants, depend also upon business 
activities for the goods they buy, and indirectly draw their wages or 
salaries mainly from the incomes of business men. Business is, 
therefore, a matter of sufficient importance to all to justify serious 
study, since business feeds, clothes, and shelters us and provides 
us generally with the good things of life. We will proceed, therefore, 
to a brief analysis of business, business organization, and business 
profits. 


2. Business defined. Business may be defined as produ uction f for 


sale. It may also be defined as buying to sell at a 4 profit. Every 
business establishment is producing goods for r sale, and is at the 
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same time buying to sell at a profit. This is not what one might 
think at first thought, since it might seem upon superficial examina- 
tion that the manufacturer is producing, and not buying and selling 
at a profit, while the merchant is buying and selling, but not pro- 
ducing. It is true that the business of the manufacturer differs in 
nature from that of the merchant, but it needs only a moment’s 
consideration to make clear that there is no such fundamental dis- 
tinction between them. We need only to recall what is meant by 
production to show that the merchant is producing as well as buy- 
ing and selling. Production means changing materials in form, 
time, or place, to add to their want-satisfying power, or utility. To 
some extent the merchant may be changing the goods that he 
handles in form and place, but primarily he changes the time in 
which they are available to the buyer. The merchant makes 
available for the buyer the good that he wants, when he wants it, 
in the quantity he wants it, and at the place he wants it. If the 
merchant is a reputable business man who knows his goods, the 
buyer gets a certain stamp of quality which he might miss if he 
bought the goods himself directly from the manufacturer. Our 
definition of production indicates, also, why the manufacturer buys 
to sell at a profit. No business man produces something from 
nothing, not even a manufacturer. He must have something to 
work upon, and something to work with, and, unless he does all the 
work himself, some one to work for him. The manufacturer under 
our present organization of industry must buy raw materials, tools 
and machinery, and labor, and either buy outright, or buy the use of, 
buildings and land. All these things, which we may call producers’ 
goods, he mixes together with his own labor and business ability to 
produce his finished product, which he offers for sale. Essentially 
he is buying a variety of goods to sell at a profit, although the thing 
he sells is in form unlike the things he buys. He transforms the 
goods he buys into the goods he sells. 

The difference between the merchant and the manufacturer is, 
therefore, not that one produces and the other buys and sells, but 
that the one is concerned mainly with producing form utility and 
the other with producing time utility. Both produce, and both buy 
and sell for the purpose of making a profit, and all other business 
men do the same, whether they are engaged in transportation, 
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mining, lumbering, agriculture, or what not. There is a tendency 
to exclude the farmer from the category of business men, perhaps 
for the reason that the farmer in the past has been more self- 
sufficing than others and has been engaged less in buying and selling 
for profit. Inasmuch, however, as the modern farmer produces 
primarily for sale, and buys land, tools, machinery, and other 
materials with which to produce the things he sells, he is as truly 
a business man as is a manufacturer or merchant. 

3. Profits defined. We have defined business as production for 
sale and as buying to sell at a profit. All the terms in our definition 
except the term “profit’’ we may expect the reader to understand. 
But profit is a troublesome word, loosely used with a variety of 
meanings. Curiously, the very business men, who as we say are 
buying to sell at a profit, do not always understand very clearly just 
what profit is, confusing it, perhaps, with the difference between 
their money income and money expenses during the course of a 
year. It would probably be more correct to say that they do not 
know how to calculate their profits, since in a rough way every 
business man understands that profits represent the difference be- 
tween what he pays for his goods and the price for which he sells 
them, and essentially that is just what profits are. But we must 
analyze profits more closely. 

Profit may be defined either as the difference between the selling 
price of an article and its expenses of production, or as the net re- 
turn to a business during a given period, usually a year, _after all 
expenses of production have been met.” Bétween these two defini- 
tions there is no 10 contradiction, since one must merely multiply the 
number of articles sold by the average profit per unit to get the 
profit for the year. It would perhaps be better to say that one must 
merely divide the profit for the year by the number of units sold to 
get the average profit per unit, since the total profit is more easily 
ascertained than the profit on any unit of goods sold, as will appear 
from the discussion below. 

4. Calculating profits. It might appear that profits would be 
easy to calculate, but they are not so, because great difficulties arise 
in determining the total expenses of production. These difficulties 
are of two kinds — first, the difficulty of determining what items 
to include as expenses or costs, and second, the difficulty of calcu- 
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lating the exact amount of each cost item. Let us first consider the 
matter of the items to be included under expenses of production. 
To make the matter as clear as possible we will take a concrete 
example. Smith, having worked some years as a clerk in a grocery 
store, decides to go into business-for himself. To begin with, he 
must buy or rent a building, fixtures and other store equipment, a 
light truck for delivery service, and a stock of groceries. We will 
assume that he buys all these articles. This will take considerable 
money — more than a former grocery clerk would be likely to have 
— and we will assume that he borrows part of the amount necessary 
and that he pays interest on the amount borrowed. During the 
year he has various other expenses to meet — wages to pay to a 
clerk and delivery boy; light, heat, and water bills; insurance and 
taxes on his business property; and various other incidental expenses 
connected with running the store. Let us assume that he pays out 
the first year for all these purposes the following sums: 





Building and equipment.......... $5,000 
Groceriés. 22038 . a BOI, SEAR, Se 30,000 
TUCK miseviisork PRE ie LSI 1,000 
Clerk and delivery boy........... 1,800 
interestionvloains aarti tere 600 
All other expenses............... 500 

‘Rotalupaid (outmeemereete cea $38,900 


Assume that he sells his groceries on an average at an advance of 
twenty per cent over the prices he pays for them and that during the 
year he sells $24,000 worth of groceries. What are his profits? If 
they are represented by the difference between money paid out and 
money taken in, he makes no profits, but suffers losses of $14,900. 
But he still has on hand, we find, the building and equipment, the 
truck, and groceries which cost him $10,000, and which at the price 
he sells may bring $12,000. Shall we add to the $24,000 received 
for goods the value of the goods he still has left on hand? Yes, but 
we must be careful not to value them too highly. The groceries on 
hand should be valued at the price paid, not at the price at which 
they are to be sold, and if they could be replaced at a lower price, 
they should be valued at the lower price, and not at the price paid. 
The truck is partly worn out and should be valued at less than cost, 
let us say at $750. The building and fixtures have also been subject 
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to wear during the year, and should be marked down, let us say, to 
$4750. Such marking down in the value of business property be- 
cause of wear, or age, is called ‘‘depreciation.” Taking all these 
things into consideration we might calculate the young grocer’s 
profits as follows: 


Money received for goods......... $24,000 
Value of property on hand 
Building and equipment........ 4,750 
FUVUUBKS sa) krsacypes yaje's-psnots lt leene 750 
CLO CerICS eer Pn Sn ee 10,000 
$39,500 
Money ‘paid outs AAS Tee te a 38,900 
Prous; See, Sank? VB oy ie ae $600 


It would appear that his profits were $600, but we must examine 
further into the matter. 

5. Profits and expenses further considered: the economist’s 
definition. In our definitions of profits as given above we gave 
the business man’s definition — difference between cost and price. 
With this definition properly interpreted economists would agree, 
but in order to calculate costs more definitely, the economist brings 
in another definition of profits — a definition that aims to define 
the reason for the existence of profits. We have already said that 
business is buying to sell at a profit. It is for the purpose of gaining 
profits that business men enter business. Now it is not a foregone — 
conclusion that every man who embarks in a business of his own 
will make any profits at all. He may suffer a loss. The prices of 
the goods he buys as well as the prices of the goods he sells are 
subject to constant fluctuations. Moreover, it is not certain that he 
will be able to sell all the goods he buys or produces. If he is a 
grocer, he may find that after he has laid in his stock of goods the 
wholesale prices fall and other grocers buy more cheaply, and then 
undersell him, making it necessary for him to sell at lower prices 
than he expected to, or not to sell at all, which would be worse. Or 
he may find his competitors more clever than he in attracting cus- 
tomers, and be unable to sell enough goods to pay expenses. He 
may in fact, for these or other reasons, not only fail to earn any 
money for his own labor, but he may lose all the money he invests 
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in the business. So it is in all kinds of business enterprises — all 
are risky, but some are more risky than others. Every year in the 
United States many thousands of business men fail in their business 
ventures and frequently lose the savings of many years. Only those 
who have unusual business ability are likely to be highly successful 
in pers profits. Others are more ea to suffer losses. Profits 


ney 
~ With this definition of profits before us, let us return to our con- 
sideration of our young grocer, and note whether or not we may call 
profits the $600 gain we arrived at. Does this $600 represent pay- 
ment for the risk that he has taken and for his business ability? It 
will be remembered that he put his own savings into the venture 
as well as borrowed money. Furthermore, he applied his own 
labor. Assume that he had $3000 of his own to invest in the 
business, and that his labor was worth to his former employer 
$1200 a year. If we figure that he could have lent his money to 
others at six per cent a year, his income if he had kept his old posi- 
tion would have been $1200 plus the six per cent of $3000, or $1380 
altogether, as against the $600 he enjoyed from his business. In 
other words, he would be $780 a year worse off in business than in 
his former position, which involved no risk. Obviously he has re- 
ceived no return for his risk and for his business ability. He could 
be said to have received such a return only if his net income from 
his business were larger than the income he would receive for his 
labor if he worked for others, plus the income he would receive 
from his savings, if he lent them to others at interest. It seems 
logical, therefore, to add to the other expenses of the business a 
fair rate of interest on his own capital invested, and a fair wage 
for his own labor. Some economists, although considering interest 
on the business man’s own capital an expense, make no allowance 
for the value of his own labor, saying that it is too hard to estimate 
what a man might be earning if he were working for others. How- 
ever, a rough estimate is always possible. 

6. Profits calculated according to the economist’s definition. In 
this book we shall assume that profits are calculated for a given 
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year as follows; using our grocery business again for purposes of 
illustration: 





Money received for goods sold................ $24,000 
Value of property on hand at end of year....... 15,500 

“hovak.. 1eh?. Diy ratine eb wo. eaiterer:$39:500 
Value of property on hand at beginning of year. * 0 
Money paid out for goods, labor, interest on bor- 

rowed money, ete. 2) Ae RE OQI RID Taio e, 38,900 
Interest on own capital invested...........0... 180 
Bair: wagesjidr- on, labors «is. «+9 0 ho cpelaine decar 1,200 

obalstomnterpas dn ces hhc di sheep tesaeunins $40,280 


Profits, none 
TOsses. oe eee ee, Hoe OR CER OSGeo] $780 


* This item is zero since in the assumed case the business has not yet been started. For the 
following year in this case the item would be $15,500. 

By “business profits” thus calculated we mean the net gain a bus- 
iness man enjoys over and above the income he would have if he 
were not in business for himself. By ‘‘ business losses’’ we mean the 
amount he loses because he is in business, instead of working for 
wages and lending his savings to others. Profits thus defined repre- 
sent the inducement to go into business and to remain in business. 
Unless a business man realizes profits thus defined, he would do 
better to retire from business and work for wages, lending his capi- 
tal to others. It does not pay a business man to stay in business if 
the income he realizes represents merely a fair rate of interest on his 
capital and fair wages for his labor, for the simple reason that such 
income is uncertain, and it is better to have an income of a given 
size certain than uncertain. He would do better, therefore, to ex- 
change his uncertain business income for the more certain income 
that he would get by working for others and by putting his money 
out at interest. 

The simple illustration we have used indicates the difficulties en- 
countered in defining profits, and in calculating them after they are 
defined, but it does not indicate just how great these difficulties 
may be nor the complexity of the various problems presented. 
The subject of depreciation, for example, is a highly technical one, 
over which skilled accountants and engineers must puzzle their 
heads. It is no simple matter to determine how nearly a machine 
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or a building or a vehicle is worn out at the end of the first year, the 
second year, the third year, and so on, nor how much more cheaply 
a large stock of goods of many kinds could be bought on Decem- 
ber 31st than at the various prices paid at the time of purchase. 
For more information on this subject and other subjects of like 
technical nature the reader is referred to books on accounting, en- 
gineering, and business management. It is our purpose here, not 
to instruct the reader on accounting methods, but merely to point 
out the nature of profits and the part they play in business organiza- 
tion. As defined above they may be called the mainspring of 
business, in the absence of which business operations would come to 
a standstill. 

7. Individual proprietorship and its advantages. Most of the 
business operations in the United States are carried on under three 
main forms of business organization — the individual proprietor- 
ship, the partnership, and the corporation. Each of these as com- 
pared with the two others has certain advantages and disadvantages. 
Each form has a special field wherein it serves its purposes better 
than the other forms. Let us take the three forms up one by one 
and note their advantages and disadvantages. 

The individual proprietorship, as the term implies, exists when a 
business is owned and controlled by one man. The main advantages 
of this form of business organization are the ease with which it can 
be set up, the freedom from di dissension, the promptness with which 
important decisions of policy. can be made, the direct relation be- 
tween the business man’s ability and industry and his reward, the the 
ease with which the business can be brought to an end, and the 
comparative freedom from government interference. Provided he 
has sufficient capital to begin with, a man need only make up his 
mind what business he desires to engage in as an independent pro- 
prietor, and he is ready to begin operations. He buys what 
property he requires, employs what help he needs, and the business 
is under way. Once under way, he conducts his business as he sees 
fit, striving of course to please his customers, and to get along well 
with his employees. Whether to lay in a large stock of goods or to 
buy sparingly, to advertise or not to advertise, are matters he de- 
termines for himself —he has no partners with whom he must 
come to an agreement before these policies can be put into practice. 
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If his judgment is sound and his industry great, his reward is likely 
to be gratifying. If his judgment is poor and he is lazy, he will soon 
fail. If for any reason he desires to retire from the business, he 
<lisposes of his property as best he can, discharges his employees, 
and the thing is done. And he is little affected by government inter- 
ference, except that he must pay his taxes and may not engage in 
unlawful practices. He requires no special permission from the State 
to begin business, except a license in some cases, needs to make no 
elaborate reports to state officials, except in matters of taxation, and 
is not bothered by legal complications when he desires to retire 
from business, except that he must pay his business debts. 

8. Disadvantages of the individual proprietorship. On the other 
hand, the individual proprietorship has some serious disadvantages 
or limitations. Under our present industrial organization much 
capital is required to engage successfully in many branches of busi- 
ness — more than any one man is likely to have. To some extent 
the individual proprietor can make up his deficiency in capital by 
borrowing, but borrowing has its disadvantages in turn, since if the 
business man borrows freely he runs great danger of involving him- 
self in absolute financial ruin — losing not only the money he has 
invested in the business, but any property he may have outside the 
business, such as his home or investments in government bonds. 
individual proprietorship. The law does not distinguish between 
the proprietor and his business, and his business debts are also his 
personal debts. To illustrate this point: We assumed that our young 
grocer, having insufficient capital to run his grocery business, 
borrowed money to help pay for the building and his stock of goods. 
Eventually, he hoped to pay off this loan out of profits, or from the 
sale of the goods bought with the borrowed money. But if his 
business fails to prosper, and he is unable to pay interest on his 
loans when the interest is due, or is unable to pay off the loans 
themselves when they are due, and if he is unable to get the 
loans renewed, his creditors may force him to sell his business 
property for what it will bring — very likely at a great sacrifice. If 
the money received for the store building and equipment and stock 
of goods is not enough to satisfy the creditors, they may sue him for 
the balance, and to pay up he may be forced to sell his home and all 
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his other possessions, and turn the money over to them. The 
creditors are able to collect what is due them more easily if they 
have secured themselves against non-payment by mortgages on his 
property. One creditor may have a mortgage on his store building, 
and another a mortgage on his house. A mortgage is a deed or title 
to a piece of property, which becomes good only when the owner of 
the property fails to repay a loan to the holder of the mortgage when 
it is due, or the interest on such a loan when it is due. If our grocer 
has given to creditors such mortgages or conditional deeds on his 
store and house, they become the legal owners whenever he fails 
to pay them interest and principal when due. 

Another disadvantage of the individual proprietorship is the 
danger ir involved of poor management. Everything depends on one 
man, and if that one man lacks good judgment on a few important 
occasions the business may be ruined. On many occasions two 
heads are better than one. Still another disadvantage arises from 
the fact that the welfare of the business depends upon one man’s life 
and health. In case of his death or serious illness there may be no one 
at hand capable of carrying on, whereas in a business in which a 
number of men are associated, one man’s death, or illness, may not 
have serious effects. 

g. Advantages and disadvantages of the partnership. The 
partnership is a form of business organization devised to overcome 
the more serious limitations of the individual proprietorship — lack 
of capital and lack of managing ability. It is owned and controlled 
by two or more men each of whom has more or less voice in manage- 
ment. Usually the number of partners is not large, but nevertheless 
among them they are likely to have more capital and more managing 
ability than any one man would have alone. In a partnership each 
partner may be given charge of that department of the business 
which he is most capable of managing well, and in this way each de- 
partment is likely to be managed better than if one man tried to do it 
all, or hired others with no personal interest in the business, beyond 
their salaries, to manage departments which he himself had not time 
to look after. 

However, along with these advantages over the individual pro- 
prietorship, the partnership has also disadvantages. In the first 
place, it does not overcome the obstacle of unlimited liability, but 
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makes it worse. In the ordinary partnership each partner is legally 
liable for all the debts of the business, regardless of which partner 
incurred them. One incompetent, unscrupulous, or dishonest part- 
ner may, and frequently does, ruin all his associates, causing them 
to lose all the property they have, whether invested in the business 
or not. This is the main reason why the number of partners is 
generally small, few men caring to be associated with a large number 
of others on these terms. In the second place, the partnership loses 
to some extent the advantages of the individual proprietorship — the 
ease of beginning, the freedom from dissension, the promptness of 
decision, the direct relation between merit and reward, and the ease 
of dissolution. Partners must come to some agreement, when em- 
barking in business, on the matters of the amount of capital each is 
to supply, the voice in management each is to have, the share of 
profits each is to enjoy, and on other important details. This 
usually involves a partnership agreement in the form of a legal 
instrument. Once in business together the partners may fall to 
quarreling and find themselves unable to agree promptly on im- 
portant matters of business policy — and delay may be costly, even 
ruinous in some cases. Some may also shirk their duties, depending 
on the industry of the others to make the business pay. Finally, 
if one of the partners wants to retire from the business he may find it 
a very difficult matter. His property consists, perhaps, of a one- 
fifth interest in a factory building with its equipment and mass of 
raw materials, partly finished goods, and finished goods on hand 
but unsold. It is impossible to split off a fifth of this property, 
physically, from the rest, and sell it. He can sell only his interest in 
the whole. His partners may not be able and willing to buy his 
share, and he may be unable to find an outsider who is able and will- 
ing to buy it and who is also acceptable to his partners as a new as- 
sociate in the business. There remains one alternative: the five 
partners may mutually agree to sell the whole business and divide 
the price received. If they cannot agree a very unpleasant situa- 
tion arises. 

10. The corporation and its stockholders.1 The third form of 
business organization here to be discussed, the corporation, was 


t This account of the corporation is very general and in the interest of lucidity 
omits from consideration various exceptions to the general rules stated. 
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devised to avoid the obvious defects of the individual proprietorship 
and the partnership. Incidentally, it not only avoided those de- 
fects, but gained some additional advantages. Modern business 
enterprises of many kinds require so much capital that they are often 
beyond the means of an individua] proprietor or even of a consider- 
able number of partners. It became necessary, therefore, in order 
to develop business properly, to invent some business device which 
would permit a large number of men to invest whatever sums they 
had available in the same enterprise, and to do so without undue risk. 
The corporation answers both these purposes, as will be explained. 
A small group of men who want to start a new enterprise requiring 
much capital, or to expand a business already operating, apply to the 
state government for a charter, which, if granted, permits them to 
carry on business under the corporate form — that is, by means of a 
corporation. The charter permits the corporation — which means 
in effect the men in control of the corporation — to sell shares of 
stock in the corporation. Shares of stock represent shares in owner- 
ship and control, in some respects like shares in a partnership, but 
with important differences. 

(1) The persons who buy the shares of stock have the advantage of 
limited liability. That is, the most they can lose is the amount they 
pay for their shares of stock. If the business fails later, no matter 
how large its debts are, the shareholders, or stockholders, cannot be 
held liable for more than they have actually invested.! 

(2) The number of shares of stock is very large, compared with the 
number of partners in a partnership, running sometimes up into the 
millions of shares, as in the case of the United States Steel Corpora- 
tion or the General Motors Company, and a stockholder can buy 
just as many or just as few as his financial circumstances or his 
willingness to invest justifies. So some stockholders may own only 
one share, while others own many thousands. 

(3) Since in most cases the stockholders are numerous and own an 
unequal number of shares, they cannot all participate in manage- 
ment directly nor do they all have an equal voice in management. 
Instead they elect a board of directors from among their own 


1 There are some exceptions to this rule: For example, stockholders in banks in the 
United States are subject to double liability. A case recently came to the writer’s 
attention in which a bank stockholder learned of his double liability only after his 
bank failed. 
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number, each stockholder casting as many votes as he has shares of 
stock. The board of directors then decides upon matters of general 
business policy, and elects officers, such as president, vice-president, 
secretary, and treasurer, to carry out these policies and to attend to 
the routine duties of management. 

(4) The stockholders share in the profits and losses of the cor- 
poration in proportion to the number of shares they own. For 
instance, if the corporation has available for distribution among its 
stockholders at the end of a year $10,000,000, and if it has 1,000,000 
shares of stock outstanding, then each stockholder gets $10 for every 
share he owns. This $10 would be called a dividend on his stock. 
In a partnership, the partners may or may not share the gains in 
proportion to the amount each invested. 

(5) When a stockholder wants to withdraw his capital from this 
particular business he simply sells his shares to some one else. He 
does not need the consent of his fellow stockholders — all he needs 
is a buyer, and if the corporation is well known there will be a ready 
market for the shares at a price that the financial condition of the 
corporation justifies at the time. The stocks of most of the corpora- 
tions of any considerable importance in the United States are listed 
on the New York Stock Exchange, and this means that any stock- 
holder can sell his stock practically at any time he desires. Inci- 
dentally, it may be remarked that anybody may become a stock- 
holder in a going corporation at any time unless the stock is closely 
held by a few men, and does not need to wait until a new business is 
started before he can invest. All he needs to do is to buy some 
of the stock that others are willing to sell. How broad his oppor- 
tunities are is indicated by the stock market reports in the daily 
papers. 

11. The preferred stockholder’s position. Up to this point we ~ 
have discussed only one class of stock and one class of stockholders 
— the common stock and the common stockholders. Frequently, 
however, the common stockholders find it desirable to draw ad- 
ditional capital from investors who do not care to take as much risk 
of losing the money invested as the common stockholders take. Or, 
the common stockholders may wish to draw more capital from other 
investors without permitting them to share fully in the anticipated 
profits. To achieve one or both of these purposes, preferred stock is 
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offered for sale. The preferred stockholder is usually promised a defi- 
nite rate of return on his investment, most commonly in the United 
States 7 per cent; that is, for every $100 he pays for stock he is 
promised a dividend of $7 a year. This dividend is not absolutely 
guaranteed, but if the corporation at the end of a year has made any 
money for its stockholders, the preferred stockholders have first claim 
on this income, and must be paid their full 7 per cent before the 
common stockholders get any dividends at all. Furthermore, it is 
generally provided that if the business fails, and any money is left 
after all debts are paid, the preferred stockholders must be paid 
back in full for the price of their shares before the common stock- 
holders get anything. To offset these advantages, the preferred 
stockholders more often than not do not have the right to vote for 
directors, and do not get a dividend in excess of their stipulated 
7 per cent, no matter how prosperous the business becomes. 

12. Bonds and bondholders. The corporation often needs more 
capital than the stockholders are able and willing to supply. Thig 
it borrows. Some money it borrows from bankers who accept short- 
term promissory notes signed by the officials of the corporation as 
security for their loans. It may achieve practically the same purpose 
if it buys its raw materials, machinery, etc., on time, promising to 
pay in the near future. But in addition to all such short-term 
borrowing the corporation may also borrow large sums, promising 
repayment only after several years. Such borrowing is usually 
effected by means of a bond issue. For example, if the corporation 
wants to borrow $1,000,000 for twenty years, it may have 1000 bonds 
engraved, each of the denomination $1000, and sell these to in- 
vestors. Various other denominations are used, but $1000 has beer. 
the most common. The persons who buy the bonds, the bond- 
holders, differ from both the common and preferred stockholders in 
that they are not presumed to be risking the loss of the amount in- 
vested, but are presumably safeguarded against loss by means of a 
mortgage on the corporation’s property, usually its land and build- 
ings. Hach bondholder does not receive a mortgage, but some one 
person or bank or trust company is appointed as trustee, and holds 
the mortgage in trust for all the bondholders. The bondholders are 
guaranteed a definite rate of interest on their bonds, and if this is not 
paid when due, or if the principal of the loan is not paid when it is 
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due, the trustee may sell the corporation’s property for what it will 
bring in order to satisfy their claims. 

Since the bondholders are protected against loss by their mortgage 
on the corporation’s property, and are therefore assuming less risk 
than preferred stockholders, they usually receive a lower rate of 
return on their investment — such as 5 per cent or 6 per cent 
against the 7 per cent or 8 per cent of the preferred stockholder, and 
they get no more than the stipulated amount regardless of how large 
the profits of the business may be. If the common stockholders 
have great faith in the earning power of their corporation, they may 
issue bonds and not put out any preferred stock, since in that way 
they may get the additional capital required more cheaply. On the 
other hand, if they are not sure that they will have money available 
every year to pay interest on the bonds, they will do better to sell 
preferred stock instead, since the preferred stockholders must wait 
for their dividends until they are earned, whereas bondholders are in 
a position to insist upon prompt payment of their interest under 
penalty of foreclosure of their mortgage and forced sale of the stock- 
holders’ property. More often than not such a forced sale leaves 
the common stockholders little or nothing of their investment after 
all debts are paid. 

13. Stocks and bonds further considered. In this account of the 
nature of the corporation and the methods it employs in raising 
funds for its business, only the more essential points have been dis- 
cussed. Many details have been omitted for the sake of giving the 
student a clear idea of the main points. For a more detailed ac- 
count of such facts as the double liability of stockholders of banking 
corporations, the various kinds of preferred stocks and bonds, the 
difference between par value and non-par value stocks, and the de- 
tails of the charter, the reader is referred to books on corporation 
finance. If the reader has grasped the main points he understands 
that the corporation is a form of business organization that puts into 
the hands of a few enterprising and able men a larger amount of 
capital than they could raise in any other way; that in a general way 
it may be said that this capital may be drawn from three classes of 
investors, the first participating in all the risks and all the prospects 
of profits, the second having their risks and their gains somewhat 
more narrowly limited, and the third, the bondholders, being largely 
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safeguarded against loss, and having no chance for large gains. It 
should be added that the common stockholders of the worst-managed 
corporation have their liabilities limited to the amount invested, in 
most cases, and that the bondholders in even the best-managed 
corporation are not absolutely protected against loss. It will be 
understood, perhaps, that the common stock of a sound, well- 
managed corporation may represent a safer investment than the 
bonds of an ill-fated and badly mismanaged one. Finally, it should 
be added that under present conditions in the United States, with 
hundreds of thousands of corporations operating in many branches 
of industry, with many of them having not only common stock, pre- 
ferred stock, and bonds outstanding, but having various classes of 
each of these groups of securities with differing degrees of safety and 
prospects for gain, the man with money to venture in business need 
never lack the opportunity. He has the choice of risking it all in one 
venture or scattering it among many, even if the sum be only a few 
hundred dollars, and he has a range of choice running all the way 
from practically absolute safety with a small return to the maximum 
of risk with the possibility of great profit. 

14. Advantages and disadvantages of the corporation summarized. 
In the foregoing discussion we have already indicated various ad- 
vantages of the corporation as a form of business organization. It 
will be helpful, however, to bring out the advantages more clearly. 
They may be discussed under three main heads: 

(1) To the investor the corporation offers the opportunity of in- 
vesting with ease any sum he may have available. Even if the sum 
is small, he may diversify his investment by buying a few shares of 
stock or small bonds in a number of corporations. He enjoys limited 
liability, does not need to bother with details of management, unless 
he is a large holder, or is chosen as director or general officer, and 
can usually dispose of his stocks or bonds readily if he wants to with- 
draw his capital. 

(2) To the men in control of the corporation it offers greater op- 
portunities for gain than they would otherwise enjoy. If they are 
able men the large capital at their disposal permits them to operate 
more effectively than they could with smaller capital. Naturally 
they do not retain all the gains for themselves, since they must share 
with the other stockholders, and must pay interest on the bonds if 
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any have been sold. But what capital of their own they have in- 
vested may earn large dividends. Furthermore, the men who con- 
trol the corporation — a small group of large stockholders voting 
their shares of stock in common — may have themselves appointed 
as president, vice-president, secretary, and so on, at generous sal- 
aries, and this may be a perfectly legitimate procedure. They may 
gain also in other ways — not always, unfortunately, in honest ways. 
They may, for instance, take advantage of their inside information 
concerning the prosperity of the company, buy up additional shares 
of stock from less well-informed stockholders, and sell these shares 
at a profit after publishing a good earning statement. Or they may 
spread rumors or publish false reports indicating that the company 
is failing, and then buy up at a low price the shares of discouraged 
stockholders. In brief, the corporation offers these men oppor- 
tunities for gain by both honest and dishonest methods. 

(3) To the public at large the corporation brings various ad- 
vantages. It encourages men to start new and venturesome enter- 
prises, because they can do so without risking the loss of more than 
they invest. It encourages saving and investment by the ordinary 
man and this stimulates the accumulation of capital, which is a good 
thing. It permits able men to gain control of large business enter- 
prises and operate them effectively to the end that more goods are 
produced with less labor than before. Finally, it opens the way for 
the working class to regain the ownership and control of the instru- 
ments of production. No poor man, and not even a moderately well- 
to-do mechanic, can hope under present industrial conditions to save 
enough out of his wages to operate a factory or a railroad for himself. 
But it would seem possible that the 2,000,000 railroad employees in 
the United States could save an average of $1000 each in a few years, 
and thus buy about one fifth of all the railroad stock in the country, 
or all the stock of one fifth of the railroads. In many business 
enterprises the employees are becoming important stockholders, 
and it may be that the corporation will eventually restore to the 
workmen the control of the means of production which was taken 
from them by the Industrial Revolution. In other words, the con- 
flict between labor and capital may finally be ended by the merging 
of labor and capital in the hands of the same group of people. 

Two disadvantages of the corporation should be noted. One of 
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these has already been indicated, and arises from the separation of 
ownership from management. The small group of men in control 
may own only a small part of the capital used, perhaps not even a 
considerable proportion of the common stock. They would then 
be operating mainly with other people’s money. Not only could 
they then take advantage of the others in buying and selling the 
stock of the corporation as already shown, but they could with 
benefit to themselves engage in even more reprehensible practices 
costly to the other stockholders and the bondholders. They could, 
as officers, buy goods for more than they were worth, and sell their 
product at unduly low prices, and then secretly share in the gains of 
the men from whom they bought or to whom they sold. They could 
contrive to pay themselves salaries not justified by their business 
ability, and they could defraud the corporation in various other 
ways, often in such a way that they could not be punished by law. 
The second disadvantage is that the corporation may be used as an 
instrument of monopoly, through its power of gaining control over 
large aggregates of capital. This point will be discussed in more 
detail in a later chapter. 

15. Do stockholders and bondholders receive interest or profit? 
One more point relating to business profits and business organiza- 
tion needs to be discussed in this chapter. This relates to the nature 
of the income which stockholders and bondholders receive from their 
corporation. Commonly the bondholders’ return is considered as 
interest on the capital invested, while the dividends on stocks are 
spoken of more or less indiscriminately as interest or profit. Now 
from the point of view of economic theory it is important to main- 
tain a distinction between interest and profit. Interest we may de- 
fine as a return on capital. Later in a special chapter on interest we 
shall undertake to show why it may be more accurately defined as a 
premium paid for present goods in terms of future goods. At all 
events, it is not a return for risk or business ability. Profits, on the 
other hand, are a return for risk and business ability, and not a re- 
turn for the use of capital. If we bear these facts in mind, we may 
conclude that investors who buy practically safe bonds and obtain 
a low return are receiving interest, and not profit. If, however, they 
buy bonds not well secured, so that they run a risk of losing their 
money and receive what is called a high rate of interest, they are re- 
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ceiving both interest and profit. That part of the return in excess 
of the rate that can be obtained from safe bonds is profit, and meas- 
ures pretty accurately the degree of risk assumed by the bondholders. 
Likewise, the return of the preferred stockholder consists in part of 
interest and in part of profit, and the same is true of the return of the 
common stockholder. Investors should always bear in mind that 
one corporation need not ordinarily pay a higher rate of interest for 
loans than another, and if it promises a high rate of interest, it is in 
fact paying the prospective bondholders for the risk they are as- 
suming of losing their capital. If the investment did not carry such 
risk, the corporation would be able to borrow at a lower rate. The 
investor who does not care to risk losing his principal should beware 
of buying bonds or stocks that yield a return twice as great as that 
yielded by United States government bonds. The excess above the 
yield of such bonds is likely to represent largely payment for risk, 
and when risk is paid for it is usually present. The corporation is 
not likely to be paying something for nothing. The investor may 
apply similar tests when buying stocks and bonds on the stock 
market. If the yield is high at the market price, it indicates that 
well-informed investors and speculators consider the investment 
risky. This subject will be further considered in our chapter on 
“Risk, Insurance, and Speculation.” 


EXERCISES 


1. What is business? What isa businessman? Isa clerk in a store a business 
man? Isagrocer? Is a farmer? 

2. What are profits? How may a business man calculate his profits for a 
given year? 

3. Name the three most important forms of business organization used in the 
United States. What are the advantages and the disadvantages of each 
as compared with the others? 

4, A certain manufacturing corporation had outstanding $5,000,000 each in 
5 per cent bonds, 7 per cent preferred stock, and common stock. After 
paying all operating expenses, taxes, insurance, and making due allowance 
for depreciation of its property, it had left available for interest on its bonds 
and dividends on its preferred and common stock $2,000,000 in the year 
1920, but only $500,000 in the year 1921. 

Jones owned $100,000 of the bonds, $200,000 of the preferred stock, and 
$500,000 of the common stock. What income did he receive in 1920 from 
the bonds? from the preferred stock? from the common stock? What 
income did he receive from each class of securities in 1921? 


86 BUSINESS ORGANIZATION AND PROFITS 


REFERENCES 


I 
Bye, R. T. Principles of Economics, chapter 9. 
Fairchild, Furniss, and Buck. Elementary Economics, chapter 6. 
Hamilton, W. H. Current Economic Problems, sections 91-94. 
Marshall, Wright, and Field. Materials for the Study of Elementary Economics, 
sections 59-61 and 64-66. ; 
Taussig, F. W. Principles of Economics (1921 edition), chapter 6. 


st 
Haney, L. H. Business Organization and Combination. 
Lincoln, E. E. Applied Business Finance. 
Stockder, A. H. Business Ownership Organization. 


CHAPTER V 
DEMAND AND SUPPLY AND MARKET PRICE 


1. Every one vitally interested in prices. Practically every one 
is vitally interested in prices, because under present industrial con- 
ditions the welfare, even the life, of almost every one depends upon 
goods which are bought and sold for a price. All persons except 
dependents are constantly buying and selling goods, either ma- 
terial objects or services. How many goods a man may enjoy de- 
pends largely upon the prices he gets for the things he sells and the 
prices he pays for the things he buys. Obviously, if he sells his goods 
at low prices and buys the goods he wants at high prices, he can buy 
fewer goods than if he sells at high prices and buys at low prices. 
It should be emphasized always that he is more concerned with the 
relative height of the prices received and paid than with absolute 
prices. It does a man little good to have a very high salary if the 
cost of living is relatively higher, and he can live well on a low 
salary if prices of goods that he wants are exceedingly low. It is 
not primarily a question of how much money he receives for the 
things he sells, but of how many goods he can buy with the money 
received. This rather obvious truth is apparently sometimes over- 
looked by persons who are dissatisfied with the prices they receive 
for their goods, and who advocate legislation to raise the price of their 
product — legislation which will incidentally tend to raise the prices 
of the things they want to buy just as surely as the prices of the goods 
they sell. Projects for raising prices by law are constantly creeping 
into our political campaigns, and indicate by the intensity of feeling 
aroused how deeply people are concerned with prices. 

2. Business men more concerned with prices than others. 
Business men are even more deeply concerned with prices than are 
people generally. Business men’s incomes are gained by buying and 
selling at a profit. A wage-earner’s buying and selling is more 
simple. He sells his labor, and he buys what goods he wants to 
consume, striving to save a little for the future, and so does a 
salaried man, such as a bookkeeper, teacher, preacher, or govern- 
ment clerk. But a business man buys not only consumers’ goods, 
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but great quantities of producers’ goods, which he hopes to sell at a 
profit. It is the difference between the prices he pays for his 
producers’ goods and the prices he gets for the product that con- 
stitutes mainly the income with which he may buy goods for con- 
sumption. Perhaps we should remind the reader again of the dis- 
tinction between producers’ goods and consumers’ goods — the dis- 
tinction being based upon the purpose for which the goods are 
bought rather than upon the nature of the goods. Producers’ goods 
are goods bought for business purposes. Consumers’ goods are 
goods bought for consumption for pleasure or gratification of want. 

3. Why more producers’ goods than consumers’ goods are 
bought and sold. The aggregate of the prices paid for producers’ 
goods in a month or year greatly exceeds the amount paid for con- 
sumers’ goods, as may readily be shown. Most goods in the process 
of production pass successively through the hands of several business 
men, and are thus bought several times over as producers’ goods, 
but naturally are bought only once by the finalconsumer. For ex- 
ample, the farmer grows cotton and sells it to the local dealer, who 
sells it perhaps to a wholesale dealer who stores it in a warehouse. 
There it is bought and sold several times possibly by speculators, 
and finally sold again to a yarn manufacturer, who sells his 
product to the cotton cloth producer, who sells his cloth to a whole- 
saler, who sells it to a retailer, who finally sells to the consumer. 
Possibly the cloth may be sold by the producer to a shirt manu- 
facturer, adding one more deal, or even other business transactions 
may occur before the final product reaches the consumer. Inci- 
dentally labor and other producers’ goods are being merged with 
the cotton through all these processes of business, and the consumer 
finally pays for all the labor, cotton, and other goods represented 
by the cloth or shirt he buys. But the price he pays is much less 
than the aggregate of all the prices paid by the various business 
men, although it must naturally exceed the prices paid by the 
final business man in the series, whose prices must in turn exceed 
the prices paid by the men from whom he bought and so on back 
to the beginning; that is, this must be so if all business men in the 
series have made profits. It is obvious that the last figure in such 
a series as $2, $3, $4, $5, etc., is greater than any other figure in the 
series, but is only a fraction of the sum of all the rest. 
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Not only are prices of producers’ goods more important than the 
price of consumers’ goods from the mere point of total amount, but 
they are more important to the economist from the point of view of 
the number and complexity of the problems they present. What 
these problems are and how they are related to the prices of pro- 
ducers’ goods more directly than to prices of consumers’ goods will 
appear more clearly in subsequent chapters than can be explained 
in brief compass here. 

4. Price changes and profits. Most persons are interested not 
only in the prices of goods they buy compared with the prices of 
goods they sell at the same time, but in the prices of the goods they 
buy or sell compared with the prices of the same goods later. That 
is, they are interested in changes in prices. This is particularly 
true of business men, who, as has been stated, are engaged in buying 
to sell at a profit. As explained in Chapter IV, business ventures 
are risky, and not all business men succeed in making profits, or 
even in escaping losses. However, those who are willing to accept 
the risks and who have the requisite business ability may make 
gains exceeding by far the income they could earn in any other way. 
This income, or rather that part of it that represents excess above 
what they could earn by working for others and lending their capital 
on safe security, we call profit, which we have defined as reward for 
risk-taking and business ability. Naturally it follows that the 
largest profits go to the business man who combines the greatest 
risk with the greatest business ability. Now more than any other 
one thing, what makes business risky is the constant fluctuation of 
prices. Always the prices of the goods the business man buys and 
the goods he sells are going up and down. Some goods fluctuate in 
price more than others, and a business dealing in raw materials and 
products which fluctuate violently in price is of course more risky 
than one handling goods comparatively stable in price. These 
fluctuations in prices make it difficult for that business man who is 
unable to foresee them fairly well to escape serious losses. Generally 
business men buy before they sell, and what they pay for their 
producers’ goods depends largely upon what price they expect to get 
for their product. If the general expectation is that by the time the 
product is ready for sale the price will be high, competition among 
buyers forces up the price of the producers’ goods needed to make 
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the product. A sudden fall in the price of the product may bring the 
price below the cost of production — the aggregate prices paid for 
the producers’ goods used to make it. Then the business man suffers 
a loss. On the other hand, a business man may think that at the 
existing prices of the producers’. goods and the finished product 
profit is impossible and close down his plant. A sudden rise in the 
price of the product finds him with none to sell and the opportunity 
for profit gone. If the business man contracts for the sale of the 
product before buying the materials and labor from which he makes 
it, then a sudden rise in the price of these materials and labor may 
occur, and again involve him in loss. If he strives to avoid risk al- 
together by contracting for the sale first and promising delivery 
only if he can produce below a certain cost, he will find that a diffi- 
cult matter to arrange. And if his business is such that he can con- 
tract out of all risk, then his profits will be narrow, and will represent 
merely payment for administrative ability, or what might be called 
wages of management. The business man, however, who is not 
only willing to assume all the risk going with fluctuating prices, but 
is able to foresee price changes much better than his competitors, 
will make great profits — the very risks that ruin his less able and 
courageous competitors giving him the opportunity to make a 
fortune. These matters will be discussed further in later chapters. 
It is merely intended here to show the importance of price changes 
to the business man, who does most of the buying and selling in the 
world to-day, and the foregoing paragraphs are intended to serve 
mainly as an introduction to the subject of price changes to be 
discussed below. 

5. Relation between demand, supply, and market price generally 
not well understood. The subject of changes in prices is not very 
well understood by most people because few take the trouble to 
analyze carefully the causes of changes in prices. A stock expression 
has long served as a substitute for thought on the subject — the 
expression that “price depends upon demand and supply.” Fre- 
quently men use this expression who have no clearly defined idea of 
what they mean by either supply and demand or price, and who can 
be thrown into great mental confusion if asked to define their terms, 
One more question and their confusion may become complete: Is 
it not just as true that demand and supply depend upon price, and 
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that this explanation of price and price changes represents mere 
reasoning in a circle, leading nowhere? However, it is not intended 
here to imply that the statement that price depends upon demand 
and supply is untrue. It is true so far as it goes, but it does not 
constitute an explanation of price changes on the basis of which one 
may safely embark in business enterprises or determine government 
policies. An explanation of the relation between supply and demand 
and prices and other factors that influence the three cannot be com- 
pressed into a sentence of a half-dozen words, and not even into a 
half-dozen chapters, of reasonable length. There are too many 
factors to be taken into consideration, and too many varying con- 
ditions to permit an explanation in a few words. Moreover, for all 
to whom thinking is a painful process there can be no painless 
economic theory — no one can understand an explanation of price 
determination who is unwilling to take the trouble of following 
through a chain of reasoning. In the discussion of prices that 
follows an attempt will be made to state the theory as simply as may 
be and to inflict no unnecessary pain upon the reader. 

6. Price, supply, and demand defined. A logical beginning for a 
discussion of the relation between demand, supply, and price is a 
definition for each of the terms. This is the more necessary because 
the terms “supply” and ‘‘demand”’ are often used loosely and may 
mean any one of a number of things. In this book we will under- 
stand by “‘price,’”’ the amount of money actually paid for an article 
on the market; for example, the price of wheat in Chicago, or the 
price of coke at Connellsville, on a given day. In the United States 
at the present time prices are understood to be gold prices: that is, a 
dollar means 23.22 grains of pure gold. By “supply” we will 
understand the quantity offered for sale at the market price, and by 
“demand” the quantity that will be bought at the market price. It 
should be emphasized that by supply we do not understand the 
total quantity of a commodity in existence, nor even the total 
quantity offered for sale, but only that part of the total stock 
actually offered at the market price that prevails at the particular 
time and place for that particular commodity. For example, a 
farmer might have 3000 bushels of wheat on hand, of which he 
offered for sale 1000 bushels at $1.25 and a second 1000 at $1.50, 
reserving the rest for future sale. If the market price were $1.25 on 
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that day, he would supply only 1000. The rest of his wheat would 
not be a part of the supply. By demand it should be noted, too, we 
do not mean the total quantity desired, but the quantity desired at 
the market price. If the market price of wheat is $1.25 and buyers 
in the aggregate are found for 1,000,000 bushels at that price, then 
the demand is 1,000,000. The writer does not maintain here that 
the foregoing definitions of demand and supply are the only ac- 
ceptable definitions and that any other concept of demand and 
supply is wrong, but he has concluded after careful consideration 
that when this meaning is attached to the terms of supply and de- 
mand, discussion is facilitated and gains precision.! And in economic 
theory precision of statement is a paramount consideration. Mis- 
understanding and conflicting statements grow largely out of loose 
use of terms — the apparent meaning changing from chapter to 
chapter. 

7. Why a decrease in price causes an increase in quantity de- 
manded. Having now defined supply as the quantity offered for 
sale at the market price and demand as the quantity demanded at 
the market price, let us note next the causes that tend to increase 
or decrease supply and demand, and the relation between supply 
and demand and price. It is convenient to begin by noting the 
effect of a change of price upon demand. Every one is more or less 
familiar with the fact that when the market price of an article de- 
creases the quantity that will be bought tends to increase, and that 
when the price increases the quantity that will be bought tends to 
decrease. Expressed more briefly, the statement becomes that the 
lower the price the greater the demand. The reader will under- 
stand that there are exceptions to this rule, but nevertheless it re- 
mains true that a lowering in price does tend to cause an increase in 
demand — an increase, that is, in the quantity that will be bought. 
Merchants recognize this fact when they advertise bargain sales. 
Henry Ford recognized it when he made successive reductions in the 
price of his cars to increase the number of sales. Just why a de- 
crease in price causes an increase in demand is not so clearly under- 
stood. A concrete example will explain this relation between price 
and demand. For purposes of illustrating the relation between 


1 For a different definition of supply and of demand see Fairchild, Furniss, and 
Buck, Elementary Economics, chapters 11 and 12. 
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price and demand no commodity will serve better than eggs, the 
price of which fluctuates every year from a high level in November, 
December, and January to a low level in April, May, and June. As 
the price falls the quantity bought per month or week rises. Why? 
Because as the price falls more and more people will buy eggs, and, 
furthermore, each buyer will tend to buy more and more eggs up to 
the point where each has all he wants. Again we may ask, why? 
Because at a very high price only the rich or the spendthrifts will 
buy eggs — let us say, at $1 or more a dozen. At asomewhat lower 
price people with smaller incomes and more thrifty people will begin 
to buy some eggs from week to week, but will not buy all they would 
like to eat. As the price goes lower and lower, people with smaller 
and smaller incomes, and more and more thrifty people, will begin 
to feel that at these prices they can afford to buy eggs. Finally, 
if the price goes very low even the very poor people will buy some 
eggs, and all but the very poor will buy all that they care to eat. 

8. The law of diminishing utility. The facts that some people 
have larger incomes than others and that some are less thrifty than 
others, and that those who are richer and those who are less thrifty 
will buy at higher prices and more freely than those with smaller 
incomes and those who are more thrifty need no further discussion. 
It will be enough to add that the poor greatly exceed the rich in 
numbers and that when they are buying the demand will be much 
greater than when merely the rich are buying, and that even the 
thriftless poor cannot buy very freely at a very high price — at the 
most they cannot in the long run spend much more than their in- 
come. But the fact that the same class will buy more eggs at a low 
price than at a high price rests upon an important principle of 
economics, called the ‘‘law of diminishing utility,” and this deserves 
attention. 

By utility, it will be remembered, we mean the capacity to satisfy 
want. The more intensely we desire an object the greater is its 
utility to us. Now it happens that as we add to the number of units 
that we have of any commodity, the less and less we care for each 
successive unit, until finally we have all we want and view with in- 
difference an additional unit. For example, a boy might be very 
fond of wheat cakes for breakfast and devour the first one with great 
relish. A second and third might seem to afford equal satisfaction. 
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But with the fourth or fifth the boy would feel his appetite per- 
ceptibly slackening. After one or two more he would feel fairly well 
contented, but might try just one more, only to leave part of it on his 
plate unconsumed because he had had enough. An additional cake 
for the time being would be of no interest to him. If the boy were 
in an introspective mood and fell to meditating on his experience, he 
would conclude that each successive cake had less want-satisfying 
power than the preceding one. And if he followed up this train of 
thought he would conclude that what held true of hot cakes probably 
held true of everything else, and his conclusion would be sound. The 
universal principle here illustrated economists refer to as the law 
of diminishing utility. 

9. Diminishing utility and limited incomes related to price and 
demand. Bearing in mind the law of diminishing utility we are in a 
position to understand why the same group of persons will buy more 
eggs or other articles at a low price than at a high price, particu- 
larly if they have limited incomes. In buying consumers’ goods 
people with incomes so small that they cannot buy as much of every- 
thing as they want tend to buy those things which they think will 
yield them the greatest satisfaction. How much they will pay for 
any additional unit of any article then depends upon how much they 
want it, how much they want other things, and how much money 
they have. 

If the boy in our example of the wheat cakes had been the son of a 
very rich man and accustomed to have his pockets always full of 
money so that he could always buy all that he wanted of everything 
with little regard to price, and if he had been eating his cakes in a 
restaurant, paying for them one by one as he ate them, he might 
cheerfully have paid any price asked and the same price for each 
successive cake until he had all he wanted — let us say seven cakes 
at ten cents each. If, however, he had been a poor boy who could 
not buy as much of everything as he wanted, he would have been in- 
clined, perhaps, to eat only two cakes at ten cents each, although 
still hungry after the last one, in order to save part of his money to 
buy something else. If the waiter had tried to induce him to eat 
more cakes by offering additional cakes at lower prices he might 
have eaten a third, at seven cents, and perhaps a fourth at five 
cents, and a fifth at three cents. Now most of the people in the 
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world are in the financial condition of the poor boy, who could not 
buy all he wanted of everything. Even the richest men cannot buy 
everything that they want if they want great quantities of ex- 
ceedingly expensive things, such as palaces, yachts, diamonds. But 
of such ordinary things as bread, meat, eggs, shoes, and suits of 
clothes the very rich buy all that.they want with little regard to the 
price. Taking all these things into consideration we understand 
more clearly why the number of eggs that can be sold or will be 
bought increases rapidly as the price falls. At a high price, say 
around a dollar a dozen, only the rich buy all they want, the 
moderately rich buy less freely, the well-to-do very sparingly, the 
poor and the very poor not at all. Successive reductions in price 
induce people with smaller and smaller incomes to buy more freely, 
until, if the price goes low enough, even the very poor may buy all 
they want. 

to. An assumed demand schedule for eggs. The effect of differ- 
ences in income, differences in thrift, and diminishing utility upon 
the quantity of eggs that will be demanded at various prices may be 
clearly seen in Table IV, representing the demand for eggs at various 
prices in a supposititious community of 10 rich, 50 moderately rich, 
100 well-to-do, 300 poor, and 200 very poor families, referred to 
respectively in the table as class A, B, C, D, E. Such a table show- 
ing the various quantities that would be bought at various prices 
may be called a demand schedule, or schedule of demands. 


TasBLE IV. DEMAND SCHEDULE FoR Eaas 











| Dozens Boucur By Hacu Famivy or Hacu Crass 
ATA : = ToTaL QUANTITY 
PRICE OF 10 A 50 B 100 C 300 D 200 B Boucut 
families families families families families | 

$.90 5 2 1 0 0 250 
.80 5 3 1 0 0 300 
.70 5 4 2 0 0 450 
.60 5 5 3 1 0 900 
.50 5 5 4 2 0 1300 
.40 5 5 5 3 1 1900 
.30 5 5 5 4 2 2400 
.20 5 5 5 5 3 2900 
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We assume in this table that the rich families buy all the eggs at 
$.90 that they care to eat at any price, five dozen a week, and buy no 
more even at the low price of $.20; that the moderately rich, the B 
class, buy only two dozen at $.90 and gradually increase the quantity 
bought until at a price of $.60 they buy all they care for; that the 
well-to-do, the C class, buy only one dozen at $.90, and do not buy 
all they want until the price drops to $.40; that the poor, the D 
class, buy none above $.60 and do not buy all they want until the 
price drops to $.20; and that the very poor begin buying only at 
$.40 cents, and even at $.20 restrict themselves to three dozen a 
week. Of course the people of any community cannot all be placed 
in five such distinct groups according to incomes, and the number of 
dozens of eggs each family buys is affected by other factors than in- 
come and price — such as thrift, number in the family, natural 
fondness for eggs, preferences for other food products, etc. Never- 
theless the price does affect the number of buyers and the quantity 
bought by various buyers as we have shown in the table. Our 
table over-simplifies the problem, but presents the principles as they 
actually operate in practice. \ 

11. Effect of price upon supply of perishable commodities. Hav- 
ing noted how and why a change in market price affects the demand, 
let us next consider the effect of market price upon supply — the 
quantity offered for sale at the market price. This is not so simple 
as the effect of market price upon demand. Whereas in general a 
change in price affects the quantity demanded, a change in price 
does not always affect the quantity offered for sale. For example, in 
a certain isolated community truck-growers may have strawberries 
ripening ready for market at the rate of 10,000 boxes a day. It is 
obvious that changes in the market price of berries will not affect 
the rate at which the berries ripen. It is obvious also that, except 
for a small quantity which the growers use themselves, unsold straw- 
berries, a highly perishable product, will be a total loss in a day or 
two. The growers will then be willing to offer for sale at the market 
price practically all that ripen from day to day, even if the price 
does little more than cover cost of picking and hauling to market, 
let us say ten cents a box. A higher price will bring out no larger 
supply, since no more can be sold than are ripe. Whether the price 
be ten cents or fifty cents a box, the supply — the quantity offered 
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for sale — remains the same. However, the future supply of straw- 
berries may be affected by the present price. If the price the 
growers receive throughout the season is very low, they will be 
likely to grow fewer berries the next year than they would grow if 
they received a higher price. 

12. Effect of price upon supply of non-perishable commodities. 
In the case of non-perishable commodities, such as wheat or cotton, 
the present market price affects not only the future supply, but the 
present supply. Wheat-growers are not always under the necessity 
of selling all the wheat they have grown as soon as it is threshed. 
Unless they are pressed for ready money to pay urgent bills, they 
may withhold a part of the crop from the market for some time. 
Farmers have a tendency to hold their wheat for a certain price, 
whatever they think it ought to sell for under the prevailing con- 
ditions. Some are willing to sell for less than others, perhaps under 
the force of necessity. Some will sell part of their crop at one price, 
but hold the rest for a higher price. So for various reasons the 
amount of wheat offered for sale by farmers varies with the market 
price: with every rise in price they tend to offer wheat more freely, 
and with every fall to hold back more from the market. If, how- 
ever, a rise of a few cents a bushel leads a farmer to anticipate a 
further rise, he may be inclined to hold his wheat when otherwise 
he would have sold it, and, on the other hand, a fall of a few cents 
may cause him to sell hurriedly for fear of a still further fall in price. 
But the general tendency that outweighs such cases is to sell more 
freely at the higher price than at the lower. 

The average market price for wheat that prevails during one year 
also, of course, affects the total quantity of wheat that will be pro- 
duced the next year, although it cannot affect the quantity of wheat 
already in existence. When the price of wheat is high, farmers sow 
wheat more freely the next season; when it is unduly low, they re- 
duce their acreage. Similar considerations hold true of all non- 
perishable commodities. The market price does not affect the 
quantity already produced, but it does affect the proportion of the 
quantity in existence offered for sale from day to day, and the 
quantity that will be produced and offered for sale in the future. 
It should be added that from the producer’s point of view the price 
is unduly low when it fails to cover cost of production, and high 
when it yields a good profit. 
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13. Speculation and demand and supply. Market price also 
affects demand and supply through the operations of speculators. 
Speculators in commodities are persons who buy producers’ goods, 
not for the ordinary purposes of manufacturing and merchandising, 
but merely to hold for a short time on the chance of selling at a 
profit. If speculators have reason to believe that the present market 
price is lower than the future market price, they buy, expecting to 
sell later at a profit. If they think that the market price is higher 
now than it will be later, they make contracts to deliver later a 
certain quantity of goods at the present price, hoping to buy the 
goods before delivery is due at a lower price than they have re- 
ceived. Naturally when they buy they increase the demand, and 
when they sell they increase the supply, and thus exercise a stabiliz- 
ing influence on prices — preventing prices from falling as low or 
rising as high as they otherwise might. Further discussion of specu- 
lation is reserved for a later chapter. 

For “ References”’ for this chapter see end of Chapter VI. 


CHAPTER VI 
DEMAND AND SUPPLY AND MARKET PRICE (continued) 


1. Effect of market price on demand and supply summarized. 
In the preceding chapter we undertook to show how and why changes 
in market prices affect demand and supply — that is, the quantity 
that buyers will buy and the quantity that sellers will offer for sale. 
It was demonstrated that the demand increases when market price 
decreases, and decreases when market price increases, for three 
fundamental reasons — differences in income, differences in thrift, 
and the law of diminishing utility. Incidentally it was pointed out 
that if we all had unlimited incomes and could buy all we wanted of 
everything regardless of price, changes in market price would not 
affect demand. With respect to supply, or the quantity offered for 
sale, we found that present market price does not materially affect 
the present supply of highly perishable commodities, such as straw- 
berries, which will be marketed at any price that will cover cost of 
picking and transportation to market, but that a high market price 
during one season tends to bring out a larger supply the next season 
than a low market price, a high price being defined as one that yields 
the seller a good profit, and a low price as one that yields little or no 
profit, or even fails to cover cost of production. In the case of non- 
perishable commodities, such as wheat, cotton, or copper, the present 
market price affects both the present supply and the future supply. 
If the price is considered unduly low, sellers tend to withhold part 
of the stock already produced from the market and to produce less 
in the future. If the price is higher, they sell more freely from the 
stock on hand and produce more freely in the future. Such, in brief, 
are the effects of market price on demand and supply, as discussed 
in the preceding chapter. Let us now consider the effects on 
market price of changes in supply and demand. 

2. Other causes of changesin supply. Just asa change in market 
price may cause a change in supply, so a change in supply may 
cause, and is very likely to cause, a change in market price. 
Changes in supply may be the effect of changes in market price, or 
they may occur independently of market price. There are various 
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causes of changes in supply other than changes in market price. In 
the case of agricultural products, for example, the quantity offered 
for sale during one season is little affected by the market prices pre- 
vailing during that season. Practically all cotton grown in any year 
will be sold by the growers before the next crop comes on the market, 
regardless of the prices prevailing during the twelve months. 
Changes in market price from day to day and from week to week 
affect the rate at which the cotton is offered for sale, bringing out a 
little more one week, and a little less the next, perhaps, but not the 
total amount supplied during the year, which is usually practically 
all that has been grown. The total amount that has been grown 
depends in part upon the market price of the past season, but also 
upon the conditions favorable or unfavorable to a large yield per 
acre. A high price in one year may cause more acres to be planted 
the next year, but the total crop harvested depends as much upon 
the weather and the boll weevil as upon the number of acres planted. 
and over the weather and the boll weevil market price has no in- 
fluence. The supply of cotton offered for sale may increase year 
after year as the result of the growth of population in the cotton- 
producing states; of the use of labor-saving devices permitting one 
man to cultivate more acres; of the scientific selection of seed to in- 
crease the yield per acre; or of the systematic destruction of insect 
pests. Similar causes operate to affect the supply of other agri- 
cultural products. 

In other industries also, as manufacturing and mining, supply may 
vary regardless of market price. New inventions and new processes, 
additions to the supply of capital and labor, improvements in 
transportation and other marketing facilities may increase enor- 
mously the quantity produced and offered for sale. Thus over a 
period of months or years supply may increase in spite of a decrease 
in market price, and not merely as a result of an increase in market 
price. 

3. Other causes of changesindemand. Just as changes in supply 
may result from other causes than changes in market price, so may 
changes in demand result from other causes, such as the growth of 
population, larger incomes, fads and fashions, advertising, wars, etc. 
In 1800, when the population of the United States was only about 
5,000,000, the domestic demand for wheat for human consumption 
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would not have exceeded 50,000,000 bushels a year, no matter how 
low the price, because on the average human beings do not consume 
as much as ten bushels of wheat. In 1920, when the population was 
more than 105,000,000, ten times 50,000,000 bushels could have been 
sold at a very high price, since 500,000,000 bushels would have 
amounted to less than five bushels per capita, or less than our people 
are accustomed to consume. During the last few years the demand 
for barbers has increased through the bobbed-hair movement. The 
use of the safety razor somewhat earlier had tended to check the in- 
crease in the demand for barbers. Unless business men are suffering 
sadly from errors in judgment, advertising increases the demand 
for their products. There is a story of a safety razor manufacturer 
who concluded that he could sell more razors at $5 each than at $1 
each, provided he spent part of the extra $4 in advertising — and be- 
cause his reasoning was sound he made a fortune. Much of the ad- 
vertising by competing business men, however, results merely in an 
exchange of customers rather than an increase in the total demand 
and the total quantity of goods sold. Wars often cause an enormous 
expansion in demand for many commodities, particularly when the 
civilians adopt the slogan of “‘business as usual” and try to con- 
tinue buying their usual quantities of goods in addition to the goods 
provided for war purposes. There is no need to continue this 
enumeration of causes affecting demand. The examples given are 
sufficient to illustrate the principle that changes in demand may 
occur which are not the result of changes in price. 

4. The principle of diminishing vendibility. Having noted that 
some changes in supply and demand are the result of changes in 
price, and that other changes in supply and demand are the result of 
other causes, let us note the effect of such changes in supply and 
demand upon market price. It will be convenient to begin with an 
examination of the effect of an increase in supply upon market price. 
We have two questions to consider. How does an increase in supply 
affect price? And why does it so affect price? To answer the first 
is easy. An increase in supply tends to cause market price to fall. 
The only thing that would prevent such a fall in price would be a 
simultaneous and independent increase in demand. Why an in- 
crease in supply causes a fall in price requires explanation in some 
detail — an explanation closely related to the reasons why a fall in 
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price tends to increase the quantity demanded, as discussed in the 
preceding chapter. 

This explanation involves a discussion of the principle of diminish- 
ing vendibility and of the equation of supply and demand. The 
principle of diminishing vendibility is illustrated in Table IV, on 
page 95, called ‘‘Demand Schedule For Eggs,’”’ which we have used 
to illustrate the effect of price upon demand. That table shows 
not only how many eggs will be demanded or bought at various 
market prices, but also the number of eggs that can be sold — the 
number that can be sold being the same obviously as the number that 
will be bought. At $.90 a dozen only 250 dozen eggs could be sold, 
because at that high price only the richest class would buy all the 
eggs they wanted. The moderately rich and the merely well-to-do 
would buy sparingly, and the poor and the very poor would not buy 
at all. With a decrease in price the moderately rich and the well-to- 
do classes would buy more freely, and when the price fell low enough 
the poor and the very poor would begin to buy, at first sparingly and 
then more and more freely with further decreases in price, until 
finally, at a price of $.20 a dozen, 2900 dozen eggs a week could be 
sold as against only 250 dozen at $.90. Now with such a demand 
schedule how would an increase in supply affect price? 

Suppose that during January the farmers who were supplying our 
imaginary egg market brought forward only 250 dozen eggs be- 
cause their hens were not laying freely. With a demand schedule as 
given in Table IV, they could sell the whole supply to people who 
were willing to pay $.90 a dozen rather than do without eggs, Class 
A, B, and C families taking respectively five, two and one dozen 
eggs each. The demand for eggs at that price would be just equal 
to the supply — we should have an equation of demand and supply. 
Of course the farmers could offer to take less, say $.80, but at that 
price the fifty Class B families would want three dozen eggs a week, 
thus bringing the demand up to 300 dozen, or fifty dozen more than 
the supply. If these fifty families actually got three dozen, then 
some of the other families willing to pay the higher price of $.90 
would not get all they wanted. There would then be an egg short- 
age, and so many inquiries for eggs that the farmers might be ex- 
pected to ask the higher price which would equalize demand and 
supply. It is always safe to assume that sellers generally will 
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charge all they can get, and will not knowingly offer goods for sale 
for less than the buyers are willing to pay. 

Suppose now that during February hens were laying more freely 
and our farmers found themselves with 450 dozen eggs a week to 
dispose of in our market. If they still asked $.90, they could sell 
only 250 dozen as before. At $.80 they could sell a few more, 
but still not the total supply. To get rid of the 450 dozen 
they would have to offer them at a price that would tempt Class B 
families to buy four dozen, and Class C families to buy two dozen. 
Our demand schedule shows that price to be $.70. At that price 
demand and supply would again be equal. The question may now 
be asked, Why could not the farmers sell part of the supply to 
buyers willing to pay $.90, and offer only the rest of the supply to 
those unwilling or unable to pay more than $.70 or $.80? The 
answer is, that under certain favorable circumstances this might be 
done. But usually it is not possible in the long run to charge some 
buyers more than others in the same market, and even if possible 
not very good business, because of the ill feeling that it is ikely to 
arouse on the part of the buyers charged the higher price. Let us 
note what effect on price further increases in supply would have. 
In March, let us say, the farmers might be bringing in 900 dozen a 
week, and to dispose of these they would have to reduce the price to 
$.60, or low enough to tempt the moderately rich to buy all they 
cared to eat, the well-to-do to buy a third dozen a week, and 
the poor families to begin buying at the rate of one dozen a week. 
Finally, when the egg-laying season reached its height a little later, 
the farmers would offer for sale 2900 dozen a week, and in order to 
sell the total quantity would be compelled to reduce the price to 
$.20. The principle here illustrated that an increase in the quantity 
offered for sale tends to cause a decrease in the market price may be 
referred to as the ‘‘law of diminishing vendibility.”’ 

5. Why marginal vendibility sets the price of the whole supply. 
It is obvious that sellers, if they are to sell a larger quantity, must 
offer the additional units at a concession in price that will tempt 
buyers who were buying before to buy more, or to tempt new 
buyers into the market who were unable or unwilling to buy at the 
higher price. In other words, sellers must take what buyers are able 
and willing to pay. It is not so obvious why sellers generally must 
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offer the whole supply at the lower price instead of merely the addi- 
tion to the old supply. It has already been stated that usually it is 
not possible to charge some buyers more than others in the same 
market, and even if possible, not good business. Note why this 
statement is true. To illustrate let us assume that in our egg market 
2900 dozen eggs have been offered for sale. Why could the farmers 
not charge the Class A families $.90, a price which they are willing 
to pay rather than go without their five dozen a week, the Class B 
families $.60, the Class C families $.40, and make the low price of 
$.20 only to the poor families that would not buy eggs at the higher 
prices? There are several reasons why they could not. In the first 
place, they would have to make an agreement with one another not 
to sell for less than the agreed-upon prices to the various families, 
and then agree further as to how many eggs each would be permitted 
to sell at $.90 to the rich, and how many each would sell at $.20 to 
the poor. Naturally each seller would prefer to supply the rich, 
and none would care to supply the poor. Without such an agree- 
ment the high price to the rich could not be maintained, since any 
seller would prefer selling to the rich at, let us say $.21, to selling to 
the poor at $.20. If such an agreement were made among the sellers 
it would be a conspiracy of the sellers against the buyers and the 
latter would soon be aware of it. The rich would resent the dis- 
crimination and would try to buy eggs elsewhere. And the poor 
would be quite willing to resell the eggs that they bought at $.20 to 
the rich for much less than $.90 — perhaps at $.25. For these 
reasons the whole supply of like articles is usually sold at the same 
price to rich and poor alike. Doctors manage to charge their rich 
patients more than the poor partly because in this case the rich are 
willing to pay more in order that the poor may pay less for necessary 
medical service, but partly also because the poor cannot resell the 
service to the rich. The rich man may resent paying $5000 to have 
his appendix removed while the poor man pays only $100, but at 
any rate he cannot buy the poor man’s operation. But in the case 
of vendible commodities the rich may buy from the poor if the poor 
are offered lower prices by the sellers. It is therefore generally true 
that there is only one price for any particular commodity in the same 
market at the same time, and this is the price that is low enough to 
tempt the least able or least eager buyer to buy his least desired unit, 
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it being understood that this buyer must be tempted to buy this unit 
if the whole quantity offered for sale is to be sold. This price may 
be said to represent or measure the marginal vendibility! of the 
supply. Marginal vendibility may then be said to determine the 
price at which any given supply can be sold. In our example of the 
egg market, when the supply is 450 dozen, marginal vendibility, and 
therefore market price, is $.70; when the supply rises to 900 dozen, 
marginal vendibility and market price fall to $.60, the price that 
the least able and eager buyers are able and willing to pay for their 
first dozen, and in this case also the price the next class of buyers is 
willing to pay for their third and least desired dozen. When the 
supply rises to 2900 dozen, marginal vendibility and market price 
fall to $.20, the price that the least able and eager buyers are willing 
to pay for their third and least desired dozen. 

6. How a change in demand affects price. Let us turn now from 
considering the effect upon market price of an increase in supply to 
consider the effect upon market price of an increase in demand. Let 
us suppose that at a certain time the demand for eggs at various 
prices was as represented in Table IV, on page 95, and that later, 
because of a scarcity of meat or other substitute foods, or because of 
a growth in population, or because of an increase in prosperity of 
the former population, or for some other reason, more eggs were 
demanded than before at the various market prices shown. In 
other words, suppose a new demand schedule took the place of the 
old, as indicated in Table V. Such an increase in demand — an in- 
crease in the quantity demanded at all the old prices — is sometimes 
called an “‘increase in the schedule sense”’ to distinguish it from an 
increase in the quantity demanded that results merely from a fall 
in price, which may be called an “increase in demand in the market 
sense.” 

The reader should observe that under the old demand schedule 
the quantity demanded increases as the price falls, and likewise 
under the new demand schedule, but when we compare the new 
demand schedule with the old we note that at each respective price 
the new demand exceeds the old. In other words, reading the 


1 The phrase ‘‘marginal vendibility’”’ was apparently coined by Professor F. W. 
Taussig and appears in his discussion of value in his Principles of Economics, 1921 
edition. 
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quantities demanded downward in the table we see increases in de- 
mand resulting from decreases in price, but reading from left to right 
the quantities demanded, we see increases in demand not result- 
ing from changes in price, but independent of such changes. Our 
present task is to determine what effect on price such changes in de- 
mand will have. Let us assume that the supply is 300 dozen. In 
accordance with principles already discussed the market price would 
be $.80 under the old demand schedule and $.90 under the new and 
larger demand. With a supply of 450 dozen the market price under 
the old demand schedule would be $.70, and under the new demand 
schedule, $.80, and so on. We may conclude, therefore, that an in- 
crease in demand resulting from causes other than a decrease in 
price, will cause an increase in price unless accompanied by an 
increase in supply. A corollary of this proposition is that a de- 
crease in demand would cause a decrease in price. 

7. Relation between demand, supply, and market price sum- 
marized. We may now summarize our conclusions concerning the 
relation between supply, demand, and market price, as follows: 


(1) An increase in supply causes a fall in price, and a fall in price in turn 
causes an increase in demand, and conversely a decrease in supply 
causes a rise in price, and a rise in price in turn causes a decrease in 
demand. 

(2) An increase in demand causes a rise in price, and a decrease in demand 
causes a fall in price. 

(3) A rise or fall in price does not materially affect the present supply of 
highly perishable goods, which are likely to be offered for sale at any 
price. 

(4) A rise in price tends to increase the present supply of non-perishable 
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goods, by inducing owners to sell more freely of the stock on hand, 
and it tends also to increase the future supply of both perishable and 
non-perishable goods, by inducing producers to expand production. 
A fall in price has the reverse effect. 

(5) But all of these propositions must be understood to be subject to 
qualifications, which we may lump together in the phrase, other 
things being equal, or remaining the same. In all cases we mean by 
demand the quantity demanded at the market price, and by supply 
the quantity offered for sale at the market price. 


The cause and effect relations between supply and demand and 
market price, and other factors than price affecting supply and de- 
mand, may be strung together like this to illustrate the points here 
discussed: 

Other factors than price affect supply — supply affects price — price 

affects demand. 

Other factors than price affect demand — demand affects price — price 

affects supply. 

Writers sometimes say that supply and demand mutually affect 
each other through price, and this is true, just as illustrated above. 
But if there were no other independent factors causing changes in 
supply and demand, then supply and demand would never change, 
and market price likewise would never change. Supply and de- 
mand would be in the position of two trains in Kansas after the 
legislature passed a law regulating train movement in the interest of 
safety. This law provided that where two railroads crossed, a train 
approaching such a crossing should come to a dead stop, and if two 
trains on the two respective tracks approached the crossing at the 
same time, both should stop, and neither should proceed until the 
other had passed by. It is obvious that rigorous enforcement of this 
law would have held both trains at the crossing indefinitely. For- 
tunately, the law was not enforced strictly according to the letter. 

What the factors are other than price that affect supply and de- 
mand has been discussed. It remains only to point out that when- 
ever such factors do affect supply the effect is transmitted through 
supply to price, and through price to demand, and whenever such 
factors affect demand the effect is transmitted through demand and 
price to supply. It_is the function of market price, therefore, to 
equalize supply and demand. Because of the various factors that 
affect both supply and demand independently of one another, market 
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price for many commodities is kept dancing up and down in a sur- 
prising and confusing fashion. When the supply for any reason be- 
comes larger than the demand the market price must drop to restore 
the equilibrium, and when the supply becomes smaller than the de- 
mand the price must rise. 

8. Use of diagrams or charts explained. The interaction of 
supply, demand, and price can be shown very neatly by diagrams or 
graphs, but more often than not students of elementary economics 
are unfamiliar with the kinds of diagrams used and fail utterly to 
grasp the simple ideas presented, so that the diagram, instead of 
presenting the subject more clearly, serves no purpose but to confuse 
the reader. We shall undertake, therefore, to explain the meaning 
of the various lines on our charts, so that they may be helpful to the 
student, as intended, rather than merely a cause of confusion. 

Students who have studied maps in geographies should have no 
trouble in understanding the simple charts shown in the following 
sections of this chapter, since the fundamental principles used are 
those employed in maps. A map of the United States has two di- 
mensions, and so have our charts. Running east and west across 
the map are parallel lines, called “parallels.”” These are numbered 
to represent the number of degrees they are north of the Equator, 
from which distances north and south are measured in units of de- 
grees, or fractions of degrees. Running at right angles to the paral- 
lels are other lines called “‘meridians”’ numbered according to the 
number of degrees they are west of Greenwich, England, from which 
distances on maps are measured east and west. The parallels and 
meridians are useful in locating places on the map. 

On our charts appear parallel lines running up and down, and 
others from left to right, at right angles to the vertical lines. These 
lines are called ‘‘coérdinate”’ lines by persons accustomed to using 
charts. They may be numbered to represent certain distances from 
the bottom of the chart and certain distances from the left-hand side. 
Since, however, we are going to use them to illustrate market prices 
and supply and demand we will let them represent prices and quan- 
tities supplied or demanded, as shown in Figure 1. In this figure 
the line Oz is the line from which prices are measured on the chart, 
equal distances above that line representing equal prices. The first 
codrdinate line above the base line is the $1 line and includes all 
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points in the chart representing the price of $1; the second line is the 
$2 line, the third the $3 line, and so on. The line Oy at the left 
side of the chart is the line from which quantities demanded are 
measured. The first codrdinate line to the right of the line Oy is the 
one-unit line, and includes all points on the chart representing a de- 
mand of one unit; the second line is the two-unit line; the third, the 
three-unit line, and so on. The line DD’ may be called a demand 
curve. It might also be called a price curve, or a marginal vendi- 
bility curve. It shows the various quantities that would be de- 
manded at various prices, as follows: 


Units demanded At a price of 


2 $6 
3 5 
4 4 
6 3 
8 2 


In other words, it represents a demand schedule. The smallest 
quantity shown by the curve is two units demanded at $6; the 
greatest quantity, eight units demanded at $2. The demand curve 
is based on the demand schedule and is constructed as follows: 
Locate on the chart the various points that represent the successive 
quantities demanded at the corresponding successive prices, as 
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shown in the demand schedule. For example, two units are de- 
manded at $6. The only point on the chart that represents two 
units and $6 is the intersection of the two-unit line with the $6-line. 
Our next point is the intersection of the three-unit line with the $5- 
line, and soon. All the points having been located on the chart, it 
remains only to connect them with a line to have a demand curve 
showing the various quantities demanded at various prices. Once un- 
derstood, these charts will seem much simpler than this description. 

9. Continuous and discontinuous demands. ‘The student will 
understand that we need not draw coérdinate lines for every dollar 
and for every unit. The price lines may represent intervals of $5, or 
$100, or merely a fraction of a dollar, perhaps one cent. The unit 
lines may represent hundreds, thousands, or millions, according to 
the size of the figures of demand and supply with which one is deal- 
ing. If we are dealing in large numbers, we may assume that the 
demand curve shows various intervening quantities demanded at 
various intervening prices in addition to those definitely located at 
the points determining our curve. For example, if the prices shown 
in Figure 1 represented hundreds of dollars, and the units, thou- 
sands of pounds, then we might assume that, since the curve runs 
diagonally downward from the $600-line to the $500-line, and shows 
2000 pounds demanded at $600 and 3000 pounds at $500, 2500 
would be demanded at $550, or 2750 pounds at $525, etc. In other 
words, we might assume that every point on the line represented a 
certain demand at a certain price, and not merely the points lo- 
cated at the intersections of our codrdinate lines. The conditions of 
demand for some commodities are of such a nature that every trifling 
change in price will cause a corresponding change in demand, and 
for such commodities a demand curve might represent approxi- 
mately every possible one of the thousands of quantities that would 
be demanded at thousands of prices. Such a demand schedule is 
said to represent a continuous demand, in contrast with a dis- 
continuous demand such as that represented in our little demand 
schedule on page 109, where the changes in price and demand are 
few and abrupt. 

Just as we may draw demand curves to represent demand sched- 
ules, so we may draw supply curves to represent supply schedules, or 
the various quantities that will be offered for sale at various prices. 
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10. Doubling of supply and demand in the schedule sense. To 
show now how demand and supply schedules — the various quantities 
demanded or supplied at various prices — may be graphically pre- 
sented by demand and supply curves, and to show graphically the 
interaction of supply, demand, and price, we will present a supply 
schedule and a demand schedule representing a certain condition of 
supply and demand, and another demand schedule showing a de- 
mand twice as great as before, and another supply schedule showing 
a supply twice as great as before, and then draw supply curves and 
demand curves representing these schedules of supply and demand. 
For the sake of making the curves easy to draw and discuss, we will 
use very simple assumed supply and demand schedules. They will 
serve to illustrate the principles involved better than more complex 
schedules made up of actual market statistics. In Table VI we give, 
then, five columns of figures — market price, old demand schedule, 
old supply schedule, new demand schedule, and new supply schedule. 


TasLE VI. DEMAND AND SUPPLY SCHEDULES ILLUSTRATING DOUBLING 
oF DEMAND AND SUPPLY IN THE SCHEDULE SENSE 








Outp DEMAND Oup SuppLy New DEMAND New Suppry 
ScHEDULE ScHEDULE ScHEDULE ScHEDULE 





7,000 1,000 14,000 2,000 
6,000 2,000 12,000 4,000 
5,000 3,000 10,000 6,000 
4,000 4,000 8,000 8,000 
3,000 5,000 6,000 10,000 
2,000 6,000 4,000 12,000 
1,000 7,000 2,000 14,000 








It will be observed that we are assuming that our supply in this 
case is affected by price — increasing as price increases; in other 
words, that we are dealing with a commodity which can be with- 
held from the market, temporarily at least, if the price is unsatis- 
factory. If we consider first the old demand schedule, we see that 
with every increase in price demand decreases. This decrease in 
demand is the result of the rise in price. If we compare with this 
demand schedule the new demand schedule, we observe that at any 
given price twice as much is demanded as before. This represents 
a doubling of demand not the effect of price, and may be expected 
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to cause a rise in price. Likewise if we consider first the old supply 
schedule, we see it increasing with every rise in price — the increase 
in supply is a result of the rise in price. If we compare the new sup- 
ply schedule with the old, we find it twice as great at any given 
market price. This increase in supply is not the result of market 
price, and may be expected to cause a fall in market price. Ac- 
cording to our old supply schedule and our old demand schedule, 
market price would be $40, because at that price demand and supply 
are equal. Any higher price would be impossible because supply 
would exceed demand; any lower price would be impossible because 
demand would exceed supply. If now demand doubles, supply re- 
maining the same, market price must rise, because at the old price of 
$40, demand is 8000 units and supply only 4000. Market price to 
equalize demand and supply must rise to between $50 and $60, since 
at $50 demand exceeds supply and at $60 supply exceeds demand. 
If now we assume the old demand schedule and a doubled supply 
schedule, we find that market price must fall, since at $40, the old 
price, supply exceeds demand. Price will fall to between $20 and 
$30, since at $20 demand will exceed supply and at $30 supply will 
exceed demand. If supply and demand both double in the schedule 
sense, price will remain $40, since at that price supply and demand 
will be equal, 8000 being demanded and 8000 being supplied. 

11. Demand and supply curves showing doubling of demand and 
supply. In the following diagrams will be presented, first the old 
supply schedule together with both the old and the new demand 
schedules, to represent graphically the relation between demand and 
supply and price, and the effect on price of an increase in demand; 
and, second, the old demand schedule together with both the old 
and the new supply schedules, to show the effect on market price of 
an increase in supply. 

In Figure 2 the old demand schedule is represented by the line 
DD, the old supply schedule by the line SS, and the new demand 
schedule by the line D’D’. The supply curve SS and the old demand 
curve DD intersect at the intersection of the $40-line and the 4000- 
unit line. This indicates graphically that the market price is $40, 
because that price equalizes demand and supply at 4000 units. The 
new demand curve is above and to the right of the old demand curve. 
It shows that at the old price of $40, 8000 would be demanded, and 
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that the old quantity of 4000, the old supply, would be demanded at 
$60. In other words, it shows that the same quantity as before 
would be demanded at a higher price, and that at the old price a 
larger quantity would be demanded than before. With demand 
greater than supply the first effect would be a rise in price, perhaps 
up to $60. This would draw out a larger supply, and drive price 
downward again until demand and supply were equalized again at a 
little above $50, at which price something over 5000 units would be 
demanded and supplied, as shown by the intersection of the old 
supply curve SS and the new demand curve D’D’. To repeat in 
connection with this diagram what has been said before, the increase 
in demand represented by the new demand curve occurred, not as a 
result of a change in price, but itself caused a rise in price. This rise 
in price caused an increase in supply. 

In Figure 3 the old demand schedule is represented by the line 
DD, the old supply schedule by the line SS, and the new supply 
schedule by the line S’S’. Asin Figure 2 the old market price is $40, 
which equalizes the old supply and demand at 4000 units. The new 
supply curve representing a doubling of supply is below and to the 
right of the old supply curve. It indicates that at the old market 
price of $40, 8000 units would be supplied instead of only 4000, and 
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that 4000 units would be supplied at $20 instead of $40 as before. 
In other words, it indicates that at the same price more would be 
supplied than before, and that the same quantity would be supplied 
at a lower price than before. The first effect of this increase in 
supply would be a fall in price, since supply now exceeds demand. 
Price might fall as low as $20. But this low price would stimulate 
demand which would increase, since more than 4000 would be de- 
manded at the low price of $20, and this would drive price upward 
again, until supply and demand were once more equalized by a price 
a little above $25. At this price something more than 5000 units 
would be demanded and supplied, as indicated by the intersection 
of the old demand curve with the new supply curve. 

12. Elastic and inelastic demand. In the case of some com- 
modities the demand is very sensitive to price changes. A relatively 
small change in price may cause a relatively great increase or de- 
crease in the quantity demanded. Such a demand is called an 

“elastic demand.” In other cases the demand changes relatively 
little with changes in price, and such a demand is called an “in- 
elastic demand.” 

It_is commonly held that the demand for necessaries of life — the 
cheaper grades of food and clothing, for example — is inelastic. 


DEMAND AND SUPPLY AND MARKET PRICE 115 


This is because even the poorest people must have food if they are to 
live and will buy enough to survive on at any price within the reach 
of their incomes. But there is little difference between the quantity 
of cheap food a man requires to sustain life and the quantity he will 
eat if he can have all he wants. This holds true not only of the 
cheapest kinds of food, but of more expensive food which the mass 
of the people in a prosperous country are accustomed to buy, and 
which they will not readily do without, such as wheat in the form of 
flour or white bread in the United States. The average American 
consumes in some form or other about six bushels of wheat per year, 
and insists upon having about that much at any reasonable price, 
even at as high a price as $3 or more a bushel. But much more than 
six bushels he would not use at any price, even as low as $.50, or less. 
Therefore, the demand for wheat in the United States will be about 
six bushels per capita, or something more than 600,000,000 a year 
at a moderate price of perhaps $1.50 a bushel, but raising the price 
to $3 will not greatly reduce the quantity demanded, nor will re- 
ducing the price greatly increase the quantity demanded. Small 
changes in supply, therefore, tend to cause sharp fluctuations in the 
price of wheat, as one may note at almost any time by observing 
changes in market quotations upon rumors of crop damage, or other 
rumors concerning the supply. 

But in the case of luxuries the demand tends to be elastic. These 
the mass of the people can do without, but will buy if the price is 
reduced so that they can afford to buy. For instance, poor men do 
not have to have automobiles, and even if they are inclined to think 
they must have them, they cannot afford to buy them at $5000, or 
even at $1000. Successive reductions in the prices of automobiles, 
however, bring them within the buying power of successively larger 
numbers of people with smaller and smaller incomes. At $500, per- 
haps twenty times as many cars will be demanded as at $5000, al- 
though a similar reduction in the price of wheat from $5 to $.50 
might not increase the demand for wheat by more than one hundred 
per cent. 

It will be understood, of course, that the terms “elastic” and 
‘inelastic’? as here used are relative terms only. There is no such 
thing as an absolutely inelastic demand, a demand that remains the 
same in quantity regardless of price — whether the price be one 
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cent or one billion dollars per unit. It has been suggested that the 
boundary line between demands we call elastic and those we call 
inelastic should be fixed at that degree of elasticity called “unity.” 
By this is meant a demand just elastic enough so that as price falls 
the quantity demanded increases at such a rate that the total value 
of the quantity sold remains the same, thus: 


At $12, one unit demanded — and the total value of sales $12 


At 6, two units demanded ditto 
At 4, three units demanded ditto 
At 2, six units demanded ditto 
At 1, twelve units demanded ditto 


This is called ‘‘unity of elasticity of demand” because at half the 
former price two times the former quantity is sold, at one third the 
former price, three times the former quantity is sold, etc. But 


aii 
3X3=1 
1X4=1 


and so on. 

In accordance with this idea, a demand more elastic than that 
here indicated would be called elastic, and one less elastic would be 
called inelastic. This may be graphically depicted as in Figure 4. 

Differences in elasticity of demand are indicated by differences 
in the slopes of the three demand curves shown in Figure 4, the 
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Fiaure 4. ELastic AND INELAsTIC DEMAND 
DD’! = unity of elasticity of demand 
DD” = elastic demand 
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steepest slope representing the most inelastic demand. Such 
differences in demand are of considerable practical importance and 
we must refer to them later. But too much stress must not be laid 
on the idea of unity of elasticity of demand as described above. It 
is of small practical importance. 


EXERCISES 


1. Ask several of your friends what is meant by demand and by supply. Com- 
pare the replies with one another. What meaning have you yourself in the 
past applied to the term “demand’’? to the term “supply”? How are 
the terms defined in Chapter V? 

Note: When custom sanctions more than one meaning for some term, 
such as ‘‘supply”’ or ‘‘demand,’’ no one definition is necessarily more cor- 
rect than another. But in argument and discussion one should always be 
sure that he understands in what sense the term is used. 

2. Bearing in mind that “demand”’ is defined in this book as the quantity 
demanded at the market price, how do changes in market price affect the 
demand for eggs? Why? 

3. Bearing in mind that ‘“‘supply”’ is defined in this book as the quantity of- 
fered for sale at the market price, how do changes in the market price affect 
the supply of strawberries? the supply of wheat? Why? 

4. Summarize the effect of changes in market price upon demand and supply of 
perishable commodities; of durable commodities. 

5. Name some factors other than price that affect demand; that affect supply. 

6. State the law of diminishing utility; the law of diminishing vendibility. 
Are the two related? 

7. What is a demand schedule? a supply schedule? Draw up two demand 
schedules, the one showing demand twice as great as the other. Draw up 
two supply schedules, the one showing supply twice as great as the other. 
Represent these two demand and supply schedules graphically on a chart. 

Suggestion: Base these imaginary schedules on the assumption that every 
increase in price is accompanied by an increase in supply and by a decrease 
in demand. 

8. Explain why marginal vendibility tends to set the price for the whole sup- 
ply of any commodity instead of merely determining the price of the least 
desired unit. 

9. What is meant by elastic demand? by inelastic demand? Could farmers in 
the aggregate greatly increase the demand for wheat by offering it at a 
much lower price? Could automobile manufacturers greatly increase the 
demand for automobiles by offering them at a much lower price? Why or 
why not? 
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CHAPTER VII 
DEMAND SCHEDULES FOR PRODUCERS’ GOODS 


1. Law of diminishing utility does not apply to producers’ goods. 
In Chapter VI it was shown how an increase in the supply of any 
consumers’ good tends to cause a fall in its price through the opera- 
tion of the law of diminishing vendibility. It was pointed out that 
this law was based upon the principle of diminishing utility and upon 
differences in income and thrift of consumers. Now a moment’s 
reflection will show that the principle or law of diminishing util- 
ity does not operate in the case of producers’ goods, since pro- 
ducers’ goods are bought to satisfy no desire except to sell at a pro- 
fit, and this desire is not subject to the same steady diminution that 
is apparent in the case of the desire for consumers’ goods. Further- 
more, the quantity of producers’ goods a business man buys does 
not depend directly upon his income and thrift, and neither does 
the price which he is able and willing to pay for a given quantity 
of such goods. The spendthrift consumer buys consumers’ goods 
more freely than the thrifty man, but the spendthrift business man 
does not necessarily buy more or fewer producers’ goods than the 
prudent business man. A wealthy business man is likely to buy 
consumers’ goods more freely and at higher prices than a poor busi- 
ness man, but he may not be willing to buy more producers’ goods nor 
to pay a higher price for them than the poor business man. It is 
obvious, therefore, that the principles which account for the law of 
diminishing vendibility in the case of consumers’ goods do not apply 
to that large quantity of goods bought by business men for business 
purposes, greatly exceeding the total quantity of consumers’ goods 
bought and sold. Nevertheless it is a commonly accepted fact that 
the law of diminishing vendibility does hold for producers’ goods. 
The greater the quantity thrown on the market, the lower the mar- 
ket price tends to be. In other words, there is a demand schedule 
for producers’ goods, just as there is for consumers’ goods. In this 
chapter an attempt will be made to account for the operation of 
the law of diminishing vendibility of producers’ goods. 

2. Prices of producers’ goods depend upon-the prices of the pro- 
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ducts. Fundamentally we may say that the prices of producers’ 
goods depend upon the prices of the products made from them or by 
their aid. What the consumer ultimately will pay for their pro- 
ducts determines the prices that business men are able and willing to 
pay for any kind of producers’ goods. A simple illustration of the 
general principle here stated is afforded by the wholesale and retail 
prices of eggs. Eggs sold by retailers to customers are consumers’ 
goods, and the prices that the consumers pay are determined in 
accordance with the principles discussed in the preceding chapters. 
Eggs bought by the retailer and the wholesaler are producers’ goods, 
bought to be sold at a profit, not for direct satisfaction of wants. 
What the wholesaler can afford to pay for them depends upon what 
he can get for them from the retailer, and what the retailer can af- 
ford to pay depends upon what he can get for them from the con- 
sumer. Neither the wholesaler nor the retailer will pay as much as 
he may reasonably expect to get. Each will try to buy at a price so 
far below the expected selling price that the difference will cover all 
other expenses involved and leave something over in the way of pro- 
fit. If he pays much less, however, than he may reasonably expect 
to get, he will find his competitors in the egg market outbidding 
him, and he may have no eggs at all to sell. 

Since an increase in the supply of eggs offered for sale to consumers 
will drive down marginal vendibility, or price, it is apparent that 
this fall in price will in turn force down the price that retailers can 
pay, and this will foree down the price that wholesalers can pay 
to the country dealers or shippers from whom they buy. Thus‘di- 
minishing vendibility of the finished consumers’ good operates to 
cause diminishing vendibility of the producers’ good from which 
it has emerged. This reasoning may seem to some readers to be in- 
verted, since it is common business practice for retailers to pay the 
current wholesale price and mark this price up enough to cover their 
other expenses of conducting business and their profit, so that it 
appears that what they get for the eggs depends upon what they 
pay, and not vice versa. Fundamentally, however, the principle 
holds true that what the retailer or any other business man pays 
for his producers’ goods depends upon what he gets or expects to get 
for what he sells. Wholesale egg dealers merely seem to control 
price because they realize the necessity of cutting prices before the 
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retailers — they know when stocks are accumulating, unsold, be- 
cause the price is too high to induce consumers to buy the total sup- 
ply coming on the market. When retailers do not sell enough eggs 
to consumers and buy enough from the wholesalers to clear the 
latter’s stocks at the current price, the wholesalers simply accept the 
situation and offer eggs at lower prices. Retailers then buy at the 
lower prices, sell more cheaply and in larger quantity, and in turn 
buy more freely and clear up the accumulated stocks. 

Suppose that retailers agreed to buy all the eggs offered by whole- 
salers. Could they then pay the wholesale price and mark up their 
price enough to yield a profit? There would be no difficulty in mark- 
ing up the price, but the eggs, if offered in larger quantities than 
the consumers wanted at the market price, would accumulate in the 
retail stores. There would then be nothing for the retailers to do 
but sell the eggs at a loss, let them accumulate unsold, or refuse to 
buy all that were offered. They could not long continue the first or 
second policy, and the third would lead to an offer on the part of 
wholesalers to reduce the price. Thus our reasoning leads to the 
conclusion already stated — the prices of producers’ goods depend 
upon the prices of consumers’ goods. To express this truth econo- 
mists often say that the value of producers’ goods is a derived value, 
or that the utility of producers’ goods is a derived utility, derived 
from the value or utility of consumers’ goods. 

The fact that the retailer’s customers pay the price asked, but 
limit the quantity purchased, and that the retailer in turn pays the 
wholesale price without much question, but limits the quantity 
bought, tends to obscure the fundamental principle that the con- 
sumer is the ultimate arbiter of price. But to one who has grasped 
the principle of diminishing vendibility and understands the rela- 
tion between demand and supply and market price discussed in the 
preceding chapter, it is obvious that consumers are forcing a re- 
cession in price just as truly, when they refuse to buy all that is 
offered under competitive conditions at the market price, as when 
they refuse to buy at all at the market price, but higgle for lower 
prices. 

3- Diminishing vendibility illustrated by statistics from the Chi- 
cago egg market. In Chapter V an imaginary egg market and an 
imaginary demand schedule were used to illustrate the principle of 
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TasLe VII. WHoLESALE Eae Prices at Cuicaco — AVERAGE BY 
Monts, 1917-21 * 


Monta AVERAGE NUMBER AVERAGE Price 
or Cases Boucut PER DozEN 
PER Monte 
h DYeelelaal os) Ae eas Oe EOE ee 83,000 $.61 
INOVeM Dern atime oe care sos cian 100,000 57 
VANUAT Vee Ree ene mer eh re she ee 114,000 .56 
Octoberh anid Fee Fa 186,000 .49 
Hebraany. suchd-<welt-kvrkeeatrvakeacitat «clus 195,000 44 
DODUINDEr NER ace alee ii BA ce 267,000 42 
FATIOUSUM ep eee e Rees fel ecls eats, fae 341,000 .38 
ULV eene te ees Orme ee re eens 454,000 36 
NT sic DRE ECR et: SEP READS SE 477,000 35 
JUNE AA Mitidcontsmordls se eenetato ke 695,000 .33 
INE Eis Com bIGe note oe, SEs Bee oar 905,000 34 
JANG ol lca he vat a a tera ae me te a ae 914,000 84 


* Statistics adapted from Year-Book of U.S. Department of Agriculture, 1922. 


diminishing vendibility for consumers’ goods. In Table VII sta- 
tistics drawn from the wholesale egg market in Chicago have been 
arranged to constitute a real demand schedule and to illustrate 
the principle of diminishing vendibility for producers’ goods, eggs 
bought on the wholesale market being producers’ goods. If it is 
true, as has been stated, that an increase in the supply of eggs will 
force a recession in the retail price, and that this will force a reces- 
sion in the wholesale price, then we should expect to find the whole- 
sale price of eggs falling as the quantity thrown on the market in- 
creases. Now this is Just what we do find in Table VII. In order 
to show clearly the relation between an increase in supply and the 
price at which the increased supply can be disposed of, the market 
statistics have been arranged in the order of the quantity bought 
per month from lowest to highest instead of in chronological order 
from January to December. The table shows that the average 
number of cases of eggs thrown on the market during the five years 
1917-21 varied from 83,000 cases in December to 914,000 cases in 
April. The reader may note by comparing the quantities thrown 
on the market with the corresponding average price during the 
month that with two exceptions every increase in quantity was ac- 
companied by a decrease in price. For example, the 83,000 cases 
of December brought $.61, the 100,000 cases of November brought 
$.57, the 114,000 cases of January brought $.56, and so down the 
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columns of quantities and prices until the 695,000 cases of June 
brought only $.33. In May and April we find the exceptions to the 
rule, the 905,000 cases of May and the 914,000 cases of April were 
sold at an average price of $.34 per dozen as against the lower price 
of $.33 brought by the smaller number sold in June. This happens 
to be the sort of exception that proves the rule. In April and May 
many eggs are bought for cold-storage purposes, so that the demand 
for immediate consumption is supplemented by the demand for 
cold storage. Were it not for this fact the prices in April and May 
would doubtless have been lower than the price in June, and Table 
VII would represent a perfect illustration of a demand schedule 
showing that with substantial increases in the quantity thrown on 
the market stocks can be moved only by recessions in price, or, in 
other words, that the lower the price the more will be demanded 
and the more can be sold. 

The question might be raised, Why are eleven times as many eggs 
thrown on the market and sold in April at $.34 as are offered for sale 
in December at the higher price of $.61? Ought not the higher 
price to bring to the market more eggs than the lower price? The 
answer is, of course, that the various quantities of eggs offered for 
sale by producers during the various months of the year vary, not 
in accordance with the prices obtainable, but depend upon the 
habits of hens, which apparently proceed to lay about eleven times 
as many eggs in April as in December absolutely regardless of the 
probable effect on market price. Moreover, eggs are a perishable 
product, and if not sold at once for whatever they will bring may 
become a total loss, or worse! 

4. The maximum total a producer can pay for all his producers’ 
goods is the value of his product. The relation between the prices 
that business men are able and willing to pay for their producers’ 
goods and the prices of their products requires further consideration 
and more careful analysis. The fundamental relation has already 
been indicated — what the business man can pay for his producers’ 
goods depends upon the price of his product. But this statement, 
together with the simple illustration of wholesale egg prices already 
given, serves merely as an introduction to a rather involved expla- 
nation attempting to account for all the facts. 

To begin with, it should be understood that the term “‘ producers’ 
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goods,”’ as used by the present writer, includes all things that busi- 
ness men buy or use for business purposes, including land, labor, raw 
materials, factory buildings, machinery, and so on, and even loans. 
The aggregate of the prices a business man pays for all his pro- 
ducers’ goods then represents his total costs of production. The 
various producers’ goods he buys may be called his cost items. The 
term ‘‘producers’ goods” is quite commonly used in a more narrow 
sense to embrace only raw materials, building materials, or the like. 

We may say that the maximum any business man is able and will- 
ing to pay for all his producers’ goods is the total amount that he 
receives for the product made from them. If he pays more than 
that, he suffers a loss and will not be inclined to stay in business if 
he can get out conveniently without suffering a larger loss. If he 
does stay in business and keeps on losing money, he will eventually 
be forced out by bankruptcy. 

But the average business man buys, not merely one class of pro- 
ducers’ goods, but many. Every manufacturer, for instance, must 
buy or rent land, buildings, machinery, tools, raw materials, sup- 
plies, and labor. Of each of these classes of goods (or services) he 
may buy several varieties. Of labor he may buy skilled, semi- 
skilled, clerical, and professional. Among his skilled workers may 
be carpenters, bricklayers, and machinists. The maximum he can 
pay for all these in the aggregate is clear, but how much for the raw 
material, the land, the clerks, the carpenters? 

Most business men who remain in business do not pay the maxi- 
mum that they are able and willing to pay if necessary. In other 
words, their costs remain below the price of their product. What 
determines then how much below the maximum they will pay in 
the aggregate for all their producers’ goods, and how much for each 
particular class? Our present task is to offer an explanation that 
will answer these two questions. This explanation is not a simple 
one and the reader will need to attend closely to follow the reason- 
ing involved. 

5. Determining the maximum price a producer can pay for any 
one class of producers’ goods. We may begin by stating that the 
maximum amount a business man is able and willing to pay for his 
total supply of any one class of producers’ goods required for his 
product is the difference between the total value of his product and 
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the total amount paid for all other classes of goods used. In other 
words, it is the difference between what he gets for the product and 
his other expenses or costs of production. If he pays more than that 
difference, he pays out more than he gets for the product, and thus 
suffers a loss. As we shall point out later in more detail, he may 
temporarily pay more and suffer a loss rather than close down his 
plant if closing down involves a greater loss, but he cannot indefi- 
nitely keep on paying more, since no one can indefinitely keep on 
suffering a loss and stay in business. All this is quite obvious, and, 
one might say, axiomatic. But it is on the basis of this simple prin- 
ciple that we may by a process of reasoning find an explanation of 
the determination of prices of producers’ goods. 

In order to make the discussion more easy to follow, the prin- 
ciples involved will be illustrated by a concrete example based on 
actual industrial conditions. We will draw our example from the 
beet-sugar manufacturing industry, and for the sake of convenience 
in exposition we will not strive for exactness in details, but will make 
certain assumptions relating to the various cost items encountered 
in that industry. Our assumptions of cost, however, will not differ 
materially from actual conditions as they existed in the beet-sugar 
industry in the United States before the World War, and do not in 
any degree affect the validity of the reasoning based upon them. 

We will assume that a certain beet-sugar producer was manu- 
facturing 10,000 tons of sugar a year, and selling it at a price of $120 
a ton, and that his costs of production per year were as follows: 


IremM Cost PER YEAR 
Sugarbeets we ysncsycters cop tex eee dS uty eer a $640,000 
Labor in cludinoghisioyniseraeirstetes elie otis 100,000 
Hues ear riterin sic cice Sere Mettoeee oece tone ete area surerere 50,000 
Other supplies Ai3 9222.22 PERRY YS A SERS BR 30,000 
Marketingexpensestei site alae 5. on Seto nto OA 70,000 
Repairs, depreciation, taxes, insurance.............. 150,000 
Interest on borrowed capitals soon 40. ososes ce ewes 30,000 
Fair rate of return on owned capital................ 30,000 

DOtaCORGR a1. ee cme eter tee cette ene reremerere $1,100,000 
Totalitvalue ol productharmecrt om tei eee 1,200,000 
PrOfit:, MRELAR cE HI RE A es 100,000 


The cost items as given in our example represent, not all that our 
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sugar manufacturer could have paid or what he would have been 
willing to pay rather than go without the required goods, but what 
he actually did pay, market prices being as they were. He realized 
enough for his product to pay all costs of production, including a 
fair return for his own labor and his own capital employed, and 
$100,000 more, which represented his profit, or the return for his 
risk-taking and business ability. In other words, it is assumed that 
he made $100,000 a year more by being in business for himself than 
he would have received had he put his own capital into risk-free in- 
vestment and had worked for others at a stated salary, representing 
his worth as an employee. 

Now let us consider how much he would have been able and will- 
ing to pay for any cost item rather than go without it. Assuming 
that he would not produce at a loss, then the maximum he would 
have paid for the beets required to produce 10,000 tons of sugar is 
$740,000. This represents the difference between the value of the 
product, $1,200,000, and all other costs, namely, $460,000. It re- 
presents also the price he actually did pay, $640,000, plus his profits 
of $100,000. In other words, if he had paid $100,000 more for his 
beets than he did pay, he would have made no profit and suffered 
no loss. 

Assuming that the quantity of beets bought was 80,000 tons and 
the price paid was $8 a ton, then he could have paid $1.25 a ton more 
than he did pay, or $9.25, without suffering a loss on his year’s busi- 
ness. This assumes all other costs to be as shown in the table. 
Since one cannot make beet sugar without sugar beets it is safe to 
assume that this manufacturer would have paid anything up to 
$9.25 a ton for his beets rather than go without them. 

Similarly we can calculate what he would have been willing to 
pay for any other cost item necessary for his operations rather than 
go without it. If the labor expense of $100,000 represented, let us 
say, 20,000 days of labor at an average wage of $5 a day, then he 
would have been able and willing to pay wages twice as high, or an 
average of $10 a day. This one hundred per cent increase in wages 
would have wiped out his profit, but it would not have involved him 
in loss. If among his workmen there had been five absolutely in- 
dispensable whom he was actually paying in the aggregate $15,000 a 
year, he would have been able and willing to pay them $115,000 a 
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year rather than lose them. Thus we might take up each of the 
cost items — sugar beets, labor, fuel, other supplies, marketing ex- 
penses, repairs, interest on borrowed capital. For any one class of 
goods or services represented by these various items he could have 
paid $100,000 more than he did pay and still suffer no loss on the 
year’s operations, and for any one he would have been willing to pay 
nearly if not quite $100,000 more than he did, rather than go with- 
out it, since to have dispensed with any indispensable item would 
have meant cessation of operations and loss of all profit. Obviously 
he could not have paid $100,000 extra for each of these cost items, 
but only for any one, the others remaining the same. 

6. A producer’s maximum price for any one class of producers’ 
goods varies with his profits, and with the prices of its comple- 
mentary producers’ goods. How much more than the current mar- 
ket price a beet-sugar producer could pay for sugar beets depends 
upon how large his profits are. In the foregoing example he could 
have paid $1.25 a ton more than the market price because his profits 
equaled $1.25 a ton. If his profits had been twice as great he could 
have paid $2.50 more; if three times as great, $3.75 more. If he had 
been making no profit at all, the market price of $8 a ton would 
have represented his maximum price. Anything that increased his 
profits would by so much increase the amount he could pay for beets, 
other things remaining the same. Anything that cut down his pro- 
fits would cut down the price he could pay. A decrease of $10 a 
ton in the price of sugar would wipe out his profits and make a price 
of $8 the maximum he could pay for beets. Any increase or de- 
crease, in the cost of any other class of producers’ goods, which we 
may call complementary costs, would diminish or increase the price 
he could pay for beets. An increase in wages, for instance, would 
reduce his profits and cut down what he could afford to pay for 
beets. A producer who could borrow money at a lower rate of in- 
terest, or hire labor at lower wages, or buy fuel at a lower price, or 
sell his sugar at a higher price, or who could produce more sugar with 
a given amount of beets, labor, capital, etc., could afford to pay 
more for beets than others. In so far as such differences exist in the 
business operations of sugar manufacturers, there must exist dif- 
ferences in the prices they can pay for beets, or for any other 
producers’ good. If a certain producer together with other pro- 
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ducers offered for sale more sugar than consumers were willing to 
buy at, let us say, a retail price of ten cents a pound, then the retail 
price would drop, wholesale prices would drop, and manufacturers’ 
prices would drop. This would cut down profits and cut down the 
price that could be paid by our sugar producer for beets, unless he 
could force down some other cost item to absorb the fall in price of 
the product. These various considerations lead us then to the con- 
clusion that there is a demand schedule for producers’ goods, as, for 
example, sugar beets. Various producers can afford to pay various 
prices, how much they can afford to pay depending upon their profit. 
Furthermore, the same producer can pay various prices for various 
quantities. If he buys too many sugar beets and manufactures too 
much sugar, his supply, together with the supply of other producers, 
will be greater than consumers are able and willing to buy at the 
market price. He can therefore not pay as high a price for a very 
large quantity as for a smaller quantity, assuming that his com- 
petitors are buying as much as or more than before; but he must 
adjust what he is willing to pay to the lower price of sugar result- 
ing from the increased quantity offered for sale. 

7. Diminishing vendibility of producers’ goods. From the fore- 
going discussion it appears that producers’ goods are subject to the 
operation of the law of diminishing vendibility as are consumers’ 
goods. But whereas the fact of diminishing vendibility in the case 
of consumers’ goods is explained by the principle of diminishing 
utility and differences in the incomes and thrift of the consumers, 
in the case of producers’ goods diminishing vendibility results from 
differences in profits realized by various business men and from the 
diminishing vendibility of their product. At a very high price only 
the rich will buy consumers’ goods. With successive reductions in 
price people with lower and lower incomes are induced to buy, and 
the more opulent are induced to buy more freely. Similarly at a 
very high price relatively to the price of the product, only the most 
competent business men are able to buy producers’ goods. With 
successive reductions in price producers less and less competent 
are able to buy without loss and the more competent producers ex- 
pand production in the face of falling prices for the product. These 
principles may be illustrated by the following assumed demand 
schedule for sugar beets: 
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Tasie VIII. DemaAnp ScHEDULE FoR SUGAR BEETS 





Crasses OF MANUFACTURERS IN ORDER OF EFFI- 





Marxet Price CIENCY AND QuantTiITy OF BrEts Boucut 1n Tons’ |' ToTat DEMAND 
or BEETS For Brexrts 
PER TON (tons) 


Class A Class B Class C 








$10 1,500,000 0 0 1,500,000 
9 2,250,000 1,000,000 0 3,225,000 
8 3,000,000 1,500,000 1,000,000 5,500,000 
7 4,500,000 2,000,000 1,500,000 8,000,000 





6 6,000,000 3,000,000 2,000,000 11,000,000 


In Table VIII we assume that the most competent producers, the 
A class, could afford to buy beets at $10 in comparatively small 
quantities. But that high price, taking into consideration the cur- 
rent market price of other cost items and refined sugar, makes it 
impossible for the B and C class of producers to operate without loss. 
At $9 a ton the A class would buy more freely and the B class would 
begin to produce, and at $8 the C class would try to do business. 
At that point perhaps further expansion of output would cause a fall 
in the price of refined sugar, and such further expansion would then 
depend upon a reduction in some cost item. If the price of beets 
dropped to $7, all producers might expand despite the lower price 
for the product, and, if the price dropped more, to $6, operations 
would expand still more, bringing up the total demand for beets to 
11,000,000 tons. The vendibility of beets then diminishes from $10 
a ton for 1,500,000 tons to $6 a ton when 11,000,000 tons are offered 
for sale. If the supply is 11,000,000 tons, marginal vendibility is 
$6, and this determines the market price of the whole supply just as 
in the case of consumers’ goods. 

The greater the supply, the lower the marginal vendibility and 
the price, other things being equal. If other things change, then 
marginal vendibility and price may change even if supply does 
not. For example, a rise in the price of sugar increases the price the 
C class buyers are able to pay, or increases the quantity they will 
want to buy at the existing price. This will tend to force up the 
price according to principles already discussed in an earlier chapter. 
In short, the relations between supply, demand, and price of pro- 
ducers’ goods follow the same laws as in the case of consumers’ goods. 

8. Market prices of producers’ goods, like those of consumers’ 
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goods, mutually affect one another. Let us now take up the ques- 
tion of whether in the foregoing discussion we have merely assumed 
market prices of producers’ goods or have explained them. It is 
true we assumed a current market price for each class of producers’ 
goods used by the sugar manufacturer, but from that point we pro- 
ceeded to the discussion of what he could pay as contrasted with 
what he did pay for each item, and we found that this potential 
price was based on his profits, and varied for various producers ac- 
cording to their profits, in such a way as to provide us with a de- 
mand schedule for sugar beets, showing various quantities that 
would be bought at various prices. This demand schedule, to- 
gether with the supply of that particular producers’ good, determines 
the market price for it. The nature of this demand schedule is de- 
termined in part by the price of the product — refined sugar, in part 
by the efficiency of the various producers; and in part by the market 
prices of all the other producers’ goods combined. The demand 
schedule of any other cost item is determined in the same way. This 
does not seem to be reasoning in a circle, since we have the two in- 
Jependent factors — price of the finished product, and varying ef- 
ficiency of the producers — affecting the prices of producers’ goods 
in addition to the mutual effect of these prices upon one another. 
We have a similar condition to deal with in discussing the prices of 
consumers’ goods — these also depend in part upon one another. 
What I am able and willing to pay for apples depends, not only 
upon how badly I want apples, upon how many I already have, and 
upon the size of my income, but also upon the price I must pay for 
shoes; and the price I am able and willing to pay for shoes depends 
upon how much I must pay for apples. In both cases, that of pro- 
ducers’ goods and consumers’ goods, with a given demand schedule, 
the market price rises or falls with the quantity supplied. The de- 
mand and supply schedules and the demand and supply curves 
shown in Chapter VI can be applied to producers’ goods just as to 
consumers’ goods. 

9. The law of diminishing productivity and the price of producers’ 
goods. In the foregoing discussion of the maximum prices a sugar 
manufacturer would be able and willing to pay for all his producers’ 
goods, or for any one class of such goods, we have left out of consid- 
eration the influence of the law of diminishing productivity and the 
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law of indirect costs, both of which affect the prices business men 
are able and willing to pay for producers’ goods rather than go with- 
out them. Let us consider first the law of diminishing productivity. 
In our discussion up to this point we have considered only how much 
the business man would be able and willing to pay for any indis- 
pensable producers’ good, or class of producers’ goods, rather than 
go without it. But not all units of producers’ goods bought by any 
business man are necessarily indispensable. Our beet-sugar pro- 
ducer could perhaps have managed to produce sugar with fewer la- 
borers than he actually employed, or with less fuel, or with less of 
some other class of producers’ goods. There is no fixed proportion 
in which the various kinds of producers’ goods must be mixed to 
produce the finished product. Relatively more or less of the one 
may be used in proportion to the quantity of the others. Further- 
more, if a producer who is using a certain quantity of various kinds 
of producers’ goods to begin with, proceeds to increase the quantity 
of any one kind without increasing the quantity used of the others, 
he will tend to increase his output, but not in proportion to the in- 
crease in the quantity used of that particular good. If he adds 
more and more of it, each successive unit added tends to add less 
and less to the total quantity of product. 

This being true, it follows that a producer who already has as 
much of a particular kind of producers’ good as he must have to 
operate, will not pay more for additional units than these additional 
units add in value to his total output or save for him in other costs. 
For example, if a beet-sugar manufacturer found one hundred la- 
borers indispensable to the operation of his plant, the amount he 
- would be willing to pay for them rather than go without them would 
be determined as indicated in our Sections 6 and 7. But the maxi- 
mum wage he would pay for additional laborers would depend upon 
how much their labor added to the value of his product, or cut 
down his other expenses. The extra laborers might serve merely to 
handle the beets used a little more effectively so that a little more 
sugar would be produced. They might be useful also in preventing 
waste, thus cutting down other costs, and so make themselves worth 
something to the employer. Similar reasoning would hold for any 
other class of producers’ goods, as machines, fuel, buildings, land. 
The larger the number of units of any particular class of goods a 
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producer is using relatively to the number of units of other classes 
of goods, the less tends to be the value to him of another unit of 
that class. It follows, therefore, that classes of producers’ goods that 
are relatively abundant in some country as compared with other 
classes of producers’ goods will tend to be low in price. In order 
that all units may be sold, the price will have to be low enough to in- 
duce producers to buy additional units which not only are not in- 
dispensable to them, but which may, in fact, add very little to the 
total value of their product or cut down very little other costs of pro- 
duction. These least desired units may be called the “marginal 
units,’”’ and just as in the case of consumers’ goods the price they 
command determines the price for the whole supply. If the price 
of any kind of producers’ goods is made low enough, producers can 
always be induced to buy a few more units. The quantity de- 
manded can thus be considerably increased by concessions in price, 
and only by reductions in market price can excessive supplies of any 
class of producers’ goods be sold. 

10. Direct and indirect costs defined and illustrated. The law of 
diminishing productivity tends to force down very low the market 
price of producers’ goods which are relatively abundant. It may be 
said to extend downward our demand schedule for producers’ goods 
as shown on page 128. Now, on the other hand, the law of indirect 
costs tends to force up very high the price producers will pay for in- 
dispensable units of producers’ goods that may become relatively 
scarce. It tends to extend upward our demand schedule for pro- 
ducers’ goods. 

Indirect costs are costs that tend to remain the same for a busi- 
ness establishment of a given size once the plant has been produced, 
regardless of the volume of business done, and to continue as a bur- 
den on the business man even if he closes the plant down altogether, 
By direct costs, as distinguished from indirect costs, we will under- 
stand all those costs which tend to vary directly with the volume 
of business transacted. Some cost items fall definitely under the 
head of direct costs, some definitely under the head of indirect costs, 
and some cost items are partly direct and partly indirect. Cost 
items of the last-named class increase with an increase in the vol- 
ume of business transacted, but not so rapidly as the volume of busi- 
ness. Let us illustrate each of these classes of costs by one example. 
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If a business man has borrowed $100,000 on a mortgage on his fac- 
tory building and pays six per cent on his loan, there we have an 
indirect cost of $6000 a year. It does not vary with his volume 
of business. The quantity of beets the beet-sugar producer must 
buy varies almost directly with his output and this cost item 
may be considered nearly a hundred per cent direct cost. His ad- 
vertising expense may, however, be increased only fifty per cent 
if he doubles his output, and may, therefore, be put down as fifty 
per cent direct, and fifty per cent indirect. But let us consider the 
matter further. 

Once the beet-sugar producer has erected his plant and begun 
operations, he has committed himself to various costs which he can- 
not escape by refusing to operate. Interest on borrowed capital 
is a fixed amount — it bears no relation to the volume of business 
transacted, with the qualification that short-term bank loans and 
other similar debts might be paid off and the interest stopped by 
the sale of raw materials, stock on hand, etc., and that the whole 
plant might possibly be sold to raise money to pay off other debts. 
If we assume, however, that the producer is not ready to give up 
altogether, then he must retain his plant, and cannot thus reduce 
his interest charges. Similarly taxes and insurance must be met 
and vary little, if any, with the volume of business, with the excep- 
tion of excise taxes levied on each unit of output and income taxes 
which may vary with the profits being made. Repairs and depre- 
ciation must be considered whether or not the wheels are turning. 
Machines rust and grow out of date just as truly as they wear out 
from continued operation. The elements gradually cause the dis- 
integration of the factory building whether. it is being used or not. 
These items may be somewhat greater with a large volume of busi- 
ness than with a small volume, or for a plant being operated than 
for a plant closed down. On the other hand, in some cases depre- 
ciation and repairs may be greater for the unused plant. Return 
on the business man’s own capital invested should be considered an 
indirect cost — that is, a fair rate of return, such as he might get in 
the way of interest on a well-secured loan. 

On the other hand, the quantity of raw materials used varies di- 
rectly with the volume of business done, and so for the most part 
does the amount of labor, fuel, and various kinds of supplies. How- 
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ever, some labor, some fuel, and some supplies are required in the 
plant even when it is closed down. Marketing expenses vary with 
the volume of business, but not directly in proportion to the volume, 
and they do not cease altogether when the plant closes down tempo- 
rarily. Unless the producer is ready to quit once for all, he must keep 
up at least the skeleton of a marketing organization. It is not in- 
tended here to discuss adequately this subject of direct and indirect 
costs, which would require a whole volume, but merely to indicate 
the importance of the indirect costs in determining the price busi- 
ness men may be willing to pay for various classes of producers’ 
goods rather than go without them. The costs we have called in- 
direct are also referred to as fixed, constant, uncontrollable, or over- 
head costs, while direct costs are also called variable, controllable, or 
prime. 

11. Indirect costs and the producers’ maximum price. If busi- 
ness men found all their costs controllable or one hundred per cent 
variable, then the moment their total costs rose to or above total 
receipts for their product they would reduce operations and, if neces- 
sary to avoid loss, close down their plants, and perhaps retire from 
the business. But costs in many cases, as just explained, are not 
controllable. They are fixed, and the business man cannot avoid 
loss by reducing or ceasing operations, or by going out of business 
altogether. Getting into business and getting out again is like get- 
ting into and out of a trap. The going in is easier than the getting 
out. In getting out, the business man may find that the business 
trap has stripped him of all his belongings. Let us return once more 
to our sugar producer to illustrate our point further. 

Suppose that he had been selling his sugar at $120 a ton, and mak- 
ing a profit of $10 a ton or $100,000 a year. Suppose then that the 
price of sugar had dropped for some reason to $100, leaving his 
costs of production the same. He would then have been losing 
$100,000 a year, and might have felt inclined to close down his plant 
temporarily, awaiting a better price for his product or lower costs 
of production. His income account from his business would have 
read as follows, giving totals only: 


(GROSSELCY CUO irtte ite. oe. cake teneinimars $1,000,000 
(COSTS Ne ote area a ete eas 8c atenatel Maremntiene 1,100,000 
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Suppose he had decided to close down for the year, would he have 
had a more pleasant income account to contemplate? Repairs, de- 
preciation, taxes, insurance, and interest on borrowed capital repre- 
sent costs almost one hundred per cent fixed or indirect, and return 
on his own capital should also be included as an indirect cost. These 
items amount to $210,000. Let us assume that closing down the 
plant would have cut down the items for repairs, depreciation, taxes, 
and insurance by $30,000, and we have left from the $210,000 the 
amount of $180,000. In addition, part of the costs for labor, fuel, 
supplies, and marketing would have continued, let us say $20,000. 
His total indirect costs would then have amounted to $200,000 a 
year. His income from his business, if he had closed down, would of 
course have been zero. His income account, with no income in it, 
would then have read as follows: 





GTOSSITOV.enU eC. oa racic erro rere $ 0 
Totaltecsts7 et iy Se Oe ele. See ee 200,000 
TEOSS on ee, Ah ER SEEN OL, SERRE 8 $200,000 


Obviously, if he had considered this aspect of the matter carefully 
he would have continued to operate at a loss of $100,000 a year ra- 
ther than to have closed down at a loss of $200,000 a year. He 
would have chosen the lesser of two evils. If the price of sugar had 
not dropped, but the price of sugar beets had risen from our assumed 
price of $8 a ton for the 80,000 tons he used to $10.50, the profit and 
loss result to him would have been the same — his $100,000 profit 
would have been replaced by a $100,000 loss. In our earlier discus- 
sion of this point we assumed that he would not buy them at a loss, 
and that his maximum price would be $9.25. But when we take 
into consideration the influence of indirect costs we see that the 
maximum price he is willing to pay may not be the price above which 
he cannot go without loss, but the price above which he cannot go 
without suffering a greater loss than he would suffer by closing his 
plant. He might, therefore, keep on buying beets until the price 
rose to $11.75 a ton, at which price his operating loss for the year 
would amount to $200,000, or as much as he would lose by closing 
his plant fora year. That is to say, at $11.75 a ton his 80,000 tons 
would cost him $300,000 more than at $8 a ton, the price which per- 
mitted him to make a profit of $100,000. He might complain about 
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the outrageous price of beets, and lay the blame perhaps on railroad 
rates, or on the high cost of labor, or on unfair competition by other 
beet-sugar mills; but he would keep on buying the beets at a loss 
rather than not buy them and suffer a greater loss. This is what 
we meant by saying that indirect costs tend to extend upward the 
demand schedule for producers’ goods. 

12. The temporary and the long-run maximum. The question 
may now be asked, Which price, then, is the maximum he would pay 
for beets, the $9.25 which represented the limit above which he 
could not go without loss, or the $11.75 which represents a loss equal 
to the loss sustained from closing down? The answer is: Tempora- 
rily, for a year or a few years, he might well pay as much as 
$11.75 rather than close his plant. In the long run, over a long 
term of years, in other words, he could not continue paying more 
than $9.25, since he would gradually lose his capital, find it more 
and more difficult to pay his bills, find credit harder to obtain, and 
would finally be forced into bankruptcy. Needless to say the rea- 
soning just applied to sugar beets as representing one class of pro- 
ducers’ goods — raw materials — applies also to such other classes 
of producers’ goods as labor, fuel, supplies, machinery, buildings, 
and land. For all these there is a demand schedule that represents 
the quantity that would be bought at° various prices by various 
business men, and for all of these there is a maximum price that 
any particular producer will pay temporarily for indispensable units 
rather than go without the goods required, and another and lower 
price which he may be able and willing to continue paying over a 
longer period of time, and a still lower price that he will pay for 
useful additional but not indispensable units. 

13. Effect of restrictions of output upon the price of producers’ 
goods. In this connection the question may be raised, What would 
be the effect on the price of producers’ goods if a considerable num- 
ber of important producers in a particular industry decided to re- 
strict production or close their plants altogether? In the case of 
such a good as sugar beets used only in one industry, such action 
by the producers would markedly affect the total quantity de- 
manded and would therefore tend to cause a marked fall in price. 
But in the case of such producers’ goods as fuel or unskilled labor, 
used by practically all producers in all industries, the demand by 
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producers in a single industry represents only a small part of the 
total demand, and restriction of output by a single industry would 
not greatly affect demand and market price. 

14. Selling out to escape loss from indirect costs. Another ques- 
tion that might be raised is this: Why might not the producer, who 
had to choose between operating at a loss and shutting down his 
plant at a greater loss, sell his plant and equipment, close out his 
stock of raw materials and finished goods, and retire from business? 
The answer is that he would in all probability be compelled to sell 
his plant and equipment at a great loss, and thus accept once for all 
as an accomplished fact the loss or ruin that only threatened to be- 
come real, and which a lucky turn in the tide of business might 
avert. Buyers at a good price would be hard to find for a money- 
losing business. Only if his plant and equipment were of such a 
nature that they could be readily converted to use in some other 
more profitable business could he hope to sell at a price that would 
not mean a severe loss. The more highly specialized a business 
man’s plant is, and the less it is worth for other purposes, the 
greater loss he will be willing to suffer in his operations rather than 
close down. In later chapters we shall see the special importance 
of indirect costs and specialized plant to the business of railroads 
and public utilities. ’ 


EXERCISES: 


1. Does the law of diminishing utility apply to producers’ goods? Does the 
law of diminishing vendibility? Why or why not? 

2. Upon what depends the maximum sum a producer can afford to pay for all 
his producers’ goods? for any one class of his producers’ goods? for an 
additional useful but not indispensable unit of producers’ goods of any 
kind? 

8. Does the total sum a producer pays out for producers’ goods equal his 
costs of production? Why or why not? 

4. Why can some beet-sugar producers afford to pay more per ton for sugar 
beets than others? Does the price a beet-sugar manufacturer pays for 
labor affect the price he can pay for beets? Does the price he receives for 
his sugar affect the price he can pay for labor? Why or why not? 

5. Suppose that three competing beet-sugar producers were paying $10 a ton 
for beets and that each was using 100,000 tons of beets a year. Suppose 
that the profits of the first were $300,000 a year, the profits of the second, 
$200,000, and the profits of the third, $0. How much would each proba- 
bly be willing to pay for beets per ton rather than close down his plant, 
provided they had no indirect costs? Provided each had indirect costs of 
$100,000 a year? Why? 


DEMAND SCHEDULES FOR PRODUCERS’ GOODS 137 


6. Assuming a certain quantity of eggs to be thrown on the market at a cer- 
tain time, who determines what the price shall be, the producer, the 
wholesaler, the retailer, or the consumer? Why? 
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CHAPTER VIII 
COSTS OF PRODUCTION, MARKET PRICE, AND PROFIT 


1. Summary of some conclusions of preceding chapter. Funda- 
mentally, as explained in the preceding chapter, the prices paid by 
producers for producers’ goods depend upon what they expect to get 
for their product. Producers do not intentionally and knowingly 
involve themselves in business ventures in which costs exceed the 
value of the product, but always aim to pay something less in the 
aggregate for all producers’ goods than the price expected for the 
product. The price any particular producer is able and willing to 
pay for any particular producers’ good depends upon what he ex- 
pects to get for the product and to pay out in other costs of pro- 
duction. The difference between these other costs and the price 
of the product represents the maximum he is able and willing to pay, 
with certain qualifications, as discussed in the preceding chapter. 
At that price he will buy a certain quantity of the good rather than 
do without it, but he will not pay that much if he can buy for less. 
Other producers have in mind maximum prices they could and 
would pay if necessary for various quantities. Various producers 
can and will pay various prices — higher or lower according to the 
amount of profits they would forego or'the loss they would suffer by 
not buying at all. These various quantities demanded by various 
producers at various prices in the aggregate constitute the demand 
schedule for that good, and represent a condition such that the 
more that is offered for sale, the lower must be the price if the total 
quantity offered for sale is to be disposed of. Thus the demand 
schedule for the producers’ good together with its supply determine 
its market price. The price may be just equal to what some pro- 
ducers are able and willing to pay, may be more than some are able 
and willing to pay, and less than others are willing and able to pay. 

2. Collectively producers control market price of producers’ 
goods; individually market price controls them. Although the va- 
rious quantities of any producers’ good demanded at various prices 
by producers in the aggregate constitute the demand schedule for 
that good, which together with the supply determines its market 
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price, no one producer alone determines that market price, and no 
one alone, unless his buying constitutes a considerable part of the 
total, can much affect the market price by arguing with the sellers. 
The market price is what it is through the operation of forces out of 
his control. If he wants the good, he must pay the price. He can 
take it or leave it. If it is essential to the conduct of his business, he 
must either buy or retire from business. If he buys, it becomes a 
cost of production, and together with the prices he pays for other 
goods bought under the same conditions constitutes his cost of pro- 
duction over which he has no control further than that he can stay 
in business and meet it, or get out. In short, although producers 
in the aggregate by their aggregate demand rule the prices of the 
producers’ goods they buy, these prices, these costs of production, 
rule each producer individually. A rough analogy is this: We the 
people in the aggregate control our government, but our govern- 
ment controls us individually, and most of us must accept it as it is. 
If it becomes unbearable, we have the liberty to leave the country. 

3. Under competitive conditions producers making profits tend 
to expand output. It may be laid down as a general rule, or eco- 
nomic law, that when business men under competitive conditions 
are making profits they try to increase their profits by expanding 
output. For example, if a sugar manufacturer finds that his costs 
amount to six cents a pound and the price of his product is eight 
cents, his profits are two cents a pound. If he assumes that on a 
larger output he can make the same profit per pound, he concludes 
that by doubling output he can double his profit. An output of 
10,000,000 pounds will yield a profit of $200,000; an output of 20,- 
000,000 pounds, a profit of $400,000. Naturally he will prefer $400,- 
000 to $200,000. If he has reason to believe that the larger output 
will cause a reduction in price per pound, or an increase in cost per 
pound so great that the profit per pound will be cut down enough 
to offset the increase in the number of pounds sold, or more than 
offset it, so that his aggregate profits will be less than before, he 
may not expand. Under competitive conditions, with this one pro- 
ducer turning out only a fraction of the total supply, he will have 
little reason to believe that his own addition to the supply will be 
great enough to affect materially the market price of the total sup- 
ply offered for sale, nor will he have reason to believe, in most cases, 
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that his own expansion in output will increase costs of production, 
by affecting the market price of his producers’ goods. Under or- 
dinary business conditions, then, any producer who is one of many 
competitors in the industry will naturally conclude that he ean in- 
crease his profits by increasing the quantity he produces and sells. 
If a producer has a monopoly, or even if his output represents as 
much as fifty per cent of the total, he may with good reason conclude 
otherwise, as we shall explain in detail in a later chapter. But here 
we are dealing with competitive conditions. 

A producer who is making good profits not only is likely to want 
to increase output in order to increase profits, but he is generally in 
a position to do so. His profits are available for investment, and as 
a rule he can make no better use of them than to invest them in his 
own business, which he knows to be a profitable one, and over 
which he has control. Furthermore, if he desires to expand more 
rapidly than is possible by using only his own profits, he can nor- 
mally borrow money without difficulty at a reasonable rate, since 
lenders have confidence in a successful business man. Thus desire 
to expand and ability to expand go hand in hand. 

4. Expansion of output and falling prices tend to force the least 
competent producers out of business. Now at any given time some 
producers in most if not all industries are making profits, and are 
therefore generally able and willing to expand output. Their ex- 
pansion in output has a tendency to increase the total quantity of 
their product offered for sale. This increase in the supply tends to 
cause a fallin price. Thus we see that costs of production may af- 
fect the price of the product. It is because costs of some producers 
are below the market price of their product and they are making 
profits, that they increase the supply and so force down the price 
they get. No producer is, of course, pleased to see the price of his 
product falling, and each producer may realize that the expansion 
in output is the cause of the undesirable fall. Nevertheless, as long 
as any producer is making a fairly good profit, or perhaps any profit 
at all, he is likely to keep on expanding, knowing that his own addi- 
tion to the total output cannot materially affect prices, and that 
even if he does not expand, others are likely to do so, with the re- 
sult that the fall in the price is likely to continue. He may in fact 
reason that with the margin of profit growing ever narrower he 
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must expand in order that he may make up in volume of sales for 
the lower profit per unit. 

As the market price falls under pressure of the increasing supply 
thrown on the market by the more successful producers, it may 
sink below the costs of production of the least competent and in- 
volve them in loss. If their losses are severe or long continued, 
they will be forced out of business. When these unfortunate men 
suspend operations, the supply may be temporarily decreased, or at 
least the increase may be checked. But as long as any producers 
are making profits they will tend to expand and further to increase 
supply and depress price, until additional incompetents are forced 
out by losses. An increase in demand may occur and offset the . 
increase in supply, and so prevent a fall in price. Otherwise the 
expansion of output by the profit-makers and the fall in price con- 
tinue until so many of the less competent are forced to suspend that 
the resulting decrease in supply offsets the increased production of 
the more successful producers. 

5. Under conditions of constant and uniferm cost, price would 
equal cost of production. In an industry such as some writers 
have imagined, in which all producers were equally able and pro- 
duced at the same cost per unit, and in which the cost per unit of 
product remained the same no matter how great or small the output, 
and in which both expansion and contraction of output were easy 
to bring about without loss of money or time, expansion of out- 
put would continue as long as the producers were making profits 
—as long, that is, as the price of the product exceeded cost of pro- 
duction for all producers. Price could not exceed cost, since, if it 
did, supply would be increased and cause price to fall. Price could 
not remain below cost, since, if it did, supply would decrease — pro- 
ducers would quit producing at a loss—and price would rise. 
There would be under such circumstances what might be called a 
double equilibrium — supply would equal demand, at the market 
price, and market price would equal cost of production of any pro: 
ducer and of all producers. 

Such a state of affairs can be diagramatically represented as in 
the accompanying chart. 

In Figure 5 the line SS’ represents cost of production per unit, 
and indicates that cost per unit is the same for all units produced, 


142 COSTS OF PRODUCTION 


cost being-represented by the distance the line SS’ is above the base 
line OX, as the distance OS, or BB’. The line DD’ represents the 
demand schedule for the product, showing that more would be 
bought at a low price than at a higher price, and consequently that 
the greater the supply thrown on the market the lower would have 
to be the price in order to sell the whole supply. When the quantity 
OB is thrown on the market the price is BB’ and just covers cost of 
production. If any less were offered for sale, as OA, the price would 
be above cost, as AA’, and encourage expansion. If any more than 
OB were offered, as OC, price would fall below cost, as CC’, and 
cause restriction of output, since producers would then be losing 
money. 


y 
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Figure 5 


Conditions such as represented in Figure 5 are altogether fanciful, 
and no economist would seriously contend that any industry exists 
in which costs are thus constant and uniform for all producers. 
Some maintain, however, that in many industries there is a tendency 
to approach such conditions, the higher cost producers gradually 
being forced out of business or increasing in efficiency, and all pro- 
ducers being able to expand or contract output without in the long 
run affecting cost of production per unit. If there is any such ten- 
dency, then it succeeds in working itself out in practice in such small 
degree under present industrial conditions that it can quite safely 
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be disregarded in all practical discussions of the relation between 
demand, supply, cost of production, and price. 

6. Varying cost, market price, and the marginal producer. In 
the real business world costs vary for different producers, and cost 
of production per unit varies for any one producer with an increase 
or decrease in his output. The first of these two facts can be illus- 
trated by a table such as the following, which disregards the second, 
which we will reserve for later discussion. 


TaBLE IX. Varyine Costs 


PRODUCERS Cost MARKET 
IN ORDER OF PER UNIT PRICE 
EFFICIENCY (cents) (cents) 

Ha tasts Aer et nae on wheres hagas hae 6 9 

BiDMSs (is AAR ie RIGO 7 9 

Crs: letatadds ode aeeibbe. ad 8 9 

AD eee sul oo aes Saat ees 9 9 

d Disers 3:8 eles phe aictaare tote ean 10 9 


In Table IX we show market price to be 9 cents, and cost of pro- 
duction to vary from 6 for the A class producers up to 10 cents for 
the E class, whom we may call failures, since their costs of produc- 
tion exceed the price of their product. Unless their costs are re- 
duced or the price of their product, let us call it sugar, rises, they 
will be forced out of business. If it were not for the troublesome 
indirect costs which persist whether or not one continues to operate, 
they would not need to be forced out; they would be glad to get out, 
and stop their losses. All that keeps them in business is either the 
hope of better times or the certainty of a severe loss if they quit. 

The D class of producers are just making expenses. Their costs 
equal market price. We might speak of either the E class or the D 
class as being the ‘‘marginal”’ producers. The E class are marginal 
in the sense of being the least efficient producers in the industry 
and on the road to failure. The D class are marginal in the sense 
of being on the margin that separates those who are making profits 
from those who are suffering losses. They are the least efficient 
who can long remain in business, costs and price remaining as they 
are. TheA,B, and C classes are all making profits, of 3 cents, 2 cents, 
and 1 cent per pound respectively, and may therefore be expected 
to expand output, and thus to depress market price below 9 cents. 
If under the pressure of their increased output and the rising supply 
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price drops to 8 cents, then the C group become the marginal pro- 
ducers, in the sense of being the least efficient who can long remain 
in business, costs and price remaining the same. If the A and B 
class expand further, price may be forced to 7 cents, and the B class 
may become the marginal producers. The costs of the marginal 
producer under these circumstances would equal the market price. 
But they could not be said to determine the market price. Market 
price here, as in all other cases, is determined by the nature of the 
demand schedule and the quantity supplied. Market price here in 
fact determines the marginal producer, rather than the reverse. 
When it is 9 cents, the D class are the marginal producers; when it 
is 8 cents, the C class are the marginal producers. Market price is 
the cause, the marginal producers the effect. When it changes, 
they change. Only when the addition to the total supply that 
causes the fall in price can be produced alone by these marginal pro- 
ducers can they be said to determine market price. For example, 
if the D class are producing at a cost of 9 cents, and the A, B, and C 
classes, although producing their part of the existing supply at a 
lower cost, cannot increase their output at all, or at any rate not at 
less than a cost of 9 cents for the additional units, then market 
price would tend to remain at 9 cents, since the D class would not 
expand and push price below their own costs of production. They 
would not and could not for any considerable time produce at a loss. 
If the lower-cost producers could expand output only at a cost of 9 
cents for their additional units, they might be said to be marginal 
producers for that part of their supply, and they would be unlikely 
to produce the extra units at a market price less than their cost of 
production, 9 cents. Expressing these ideas in other words, we may 
say that if any commodity is produced under such conditions that 
expansion in output is possible only at gradually rising costs per 
unit for the additional units, then market price must rise to cover 
the cost of producing the extra units. Otherwise they will not be 
produced. Since conditions of increasing cost will be discussed in 
detail in the following chapters, we need not consider this point fur- 
ther here. 

7. Causes of differences in cost: differences in ability. We have 
stated that some business men produce at lower costs per unit than 
others. This is true primarily because some business men have 
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greater business ability than others. That is to say, it is because 
some business men surpass others in the qualities of imagination or 
foresight, judgment, courage, initiative, resourcefulness, and ad- 
ministrative or executive ability. Other factors that tend to make 
some producers’ costs lower than the costs of others are luck, com- 
mand of capital, influential connections, and certain characteristics 
not always admirable. 

Other things being equal, the greater one’s business ability is the 
lower will be his costs of production. Superior foresight and judg- 
ment, for instance, will lead one business man to buy heavily of 
raw materials or contract for the construction of buildings before a 
rise in prices takes place, while his less able competitors let the oppor- 
tunity slip by. Or again the able man will foresee a slump in prices 
and will not be caught with a large quantity of raw materials and 
finished stock of goods on his hands bought at high prices and pro- 
duced at high cost, while his less alert fellows will be overloaded 
with high-cost inventory after buying and producing in large quan- 
tities under the assumption that costs and prices were going higher 
and higher. Courage is necessary if the business man is to realize 
to the full the value of foresight and judgment. It is necessary not 
merely to see and judge correctly what ought to be done, but to act. 
Resourcefulness helps in times of unexpected emergencies, as when 
the old source of supply of raw materials is suddenly snatched away 
by the outbreak of war, or when fire destroys plant and equipment. 
Initiative points the way to the adoption of new and improved 
methods of production. A high degree of administrative capacity 
or executive ability gives the power of getting relatively much work 
done with relatively little effort. The able manager does his work 
in an orderly way, avoids unnecessary worry and fatigue, and keeps 
his head clear. He puts the right man at the right job, gains the 
good will and the respect of his subordinates, his customers, and 
his creditors. If it becomes necessary to speed up or slow down his 
business machine, he shifts the speed without raking the gears. In 
sum, it requires a nice blending of the various elements of business 
ability to make the successful business man — the low-cost pro- 
ducer. 

8. Other causes of differences in cost. Although differences in 
business ability more than anything else cause differences in cost, 
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luck plays a part. Some changes in business conditions are unpre- 
dictable, and catch even the most far-sighted business men unaware. 
If before a sharp and unpredictable slump in prices a manufacturer 
or a merchant has an abnormally small inventory on hand, he is 
lucky; if he happens to be heavily loaded up with goods, he is un- 
lucky. In the one case he can buy more cheaply and reduce his 
costs; in the other he has already incurred high costs and must bear 
them. 

In some industries cost of production per unit of output is lower 
in a large plant than in a small one because of the economies of 
large-scale production, for reasons that will be discussed in detail 
in a later chapter. Therefore one business man may have lower 
costs than another simply because he commands a greater amount 
of capital, and not because he is necessarily a better business man. 
Entirely aside from the scale of production, the command of abund- 
ant capital tends to lower costs of production. The business man 
who has relatively little capital of his own must borrow more ex- 
tensively from others than the man who can finance his business 
more largely out of his own resources, and the more extensively a 
business man borrows, in proportion to the size of his business, and 
the less capital of his own he employs, the greater is the rate of in- 
terest he is tikely to have to pay for borrowed money. This is be- 
cause the lenders take more risk in lending to the impecunious man 
than to the more solid business man with fairly ample resources of 
his own. For example, if a business man requires the use of $100,- 
000 in his business, and has only $25,000 of his own, he borrows $75,- 
000. If his business fails and only $50,000 is saved from the wreck, 
his creditors lose $25,000, even if they get the whole $50,000 that 
remains. On the other hand, if the business man had had $75,000 
of his own, and had borrowed only $25,000, his creditors would have 
run little risk of losing part of their money, even if he had lost half 
of the whole $100,000 invested. 

When a business man borrows from others under such conditions 
that the loan involves risk of loss to the lenders, they will in fact 
charge him more than mere interest — that is, more than a mere 
premium on present goods in terms of future goods. They will 
charge him something for the risk they take of never being paid back. 
They will charge him, let us say five per cent in the way of interest 
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and five per cent for risk. They become, in effect, partners in the 
risk-taking aspect of the enterprise and thus share with the bor- 
rower in the profits of business if any profits are realized, to the ex- 
tent that the rate he pays for loans exceeds the rate of interest on 
safe loans. Although from the lenders’ point of view this extra 
five per cent they get above the interest rate on safe loans represents 
profit, to the business man who contracts to pay it, it represents a 
cost of production, and increases his costs by that much over what 
his costs would be if he did not need to borrow. As has already been 
indicated, when a business man employs his own capital he must 
figure as a cost only that rate of interest on his capital that he could 
get if he lent it to others in a risk-free loan. 

Influential connections may help a business man to keep down 
his costs in various ways, such as giving him opportunities to bor- 
row money at lower rates, to buy his raw materials more advanta- 
geously, or to learn of impending booms or depressions in business 
as a whole or in those branches of particular importance to him. 

Certain characteristics of not an admirable kind may in some 
cases permit some business men to cut costs below those of com- 
petitors of higher moral character. The dishonest, unscrupulous, 
thick-skinned, and hard-hearted business man may profit from 
his contemptible qualities, just as business men of a better type 
profit from their more admirable qualities. Cost may be cut, for 
instance, through the use of shoddy raw materials which injure the 
quality of the product, but not always its appearance when new. 
By sharp business practice the dishonest or unscrupulous business 
man may defraud his creditors, and thus reduce his costs, as, for 
example, repudiating contracts morally but not legally binding, 
when the opportunity arises of making a more favorable contract. 
To illustrate this point we may mention the numerous cases in which 
merchants who had contracted to buy sugar from the American Sugar 
Refining Company a few years ago repudiated their contracts when 
the price of sugar suddenly fell. Thick-skinned and hard-hearted 
men may take advantage of the helpless conditions of some of their 
employees to force wages down below the starvation level, and 
make no attempt to provide sanitary and safe working conditions in 
their plants, and thus keep their costs below those of more humane 
employers. 
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Whether or not differences in the quality of natural resources, 
such as agricultural land, mineral deposits, water-power sites, or 
choice locations for merchandising establishments or factories, are 
causes of differences in costs or expenses of production can be dis- 
cussed to better advantage in later chapters and will not be con- 
sidered here. 

9. Causes of differences in profits. In any given industry dif- 
ferences in profits are the result largely of differences in costs of pro- 
duction of the competing producers. Therefore, causes of differences 
in costs are also causes of differences in profits. Other things being 
equal, the business man who for any or various reasons produces at 
lower costs makes larger profits than others. 

It is, of course, true that a business man may realize greater profits 
by selling his product at a higher price as well as by cutting down 
his costs, and even under competitive conditions all producers need 
not sell their product at the same price. Some can drive shrewder 
bargains than others, and obtain better terms. And in the fluctua- 
tions that characterize market prices, some can sell at the top while 
others to their chagrin sell at the bottom. Toa considerable degree, 
however, the qualities that favor buying to advantage also favor 
selling to advantage, so that differences in costs and differences in 
profits of various business men in any industry are likely to be quite 
similar. One must, however, consider differences in the relative 
scale of production of the various producers. A producer who op- 
erates on twice the scale of another makes profits twice as great in 
the aggregate, if his cost of production per unit and the price he ob- 
tains for his product are the same. 

Since differences in costs are the result primarily of differences in 
business ability, differences in profits must likewise be the result 
primarily of differences in business ability. Large fortunes won in 
business, then, may ordinarily be considered the mark of unusual 
business ability. But many men ride to fortune on the wings of 
luck. <A stupid, incompetent business man may blunder into a 
lucky deal, or a series of lucky deals, and emerge a rich man with a 
high opinion of his business capacity. Men who thus make for- 
tunes in business will do well to retire at once. In the long run luck 
will not hold. Fortunes are also made in business through dishonest 
practices, brutish selfishness, and through the possession by in- 
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heritance of a good-sized nest egg to begin on. Rich men’s sons, 
however, often appear to have made large business profits when as 
a matter of fact their income represents merely a fair return on their 
capital, such as they might have secured by investing their capital 
in well-secured bonds. In other words, their income represents in- 
terest and not profits. And the millions they possess in old age re- 
present merely the interest and the compound interest on the hun- 
dreds of thousands they inherited in their youth; and are not a sign 
of preéminent business ability. 

In the discussion of differences in costs and profits up to this point 
we have considered only differences within a single industry. In 
one industry as compared with another, risks may be greater. Sup- 
ply and demand, costs of production, and market price may be sub- 
ject to sharper fluctuations. If these fluctuations are predictable 
by the more able business men, they afford exceptional opportunities 
for the exercise of foresight, and in such industries business men who 
have unusual forecasting ability find the most ample scope for the 
use of this talent, and may reap the greatest profits. In such indus- 
tries luck also plays a prominent part in the building of fortunes. 
On the other hand, in the more stable industries administrative 
capacity counts more heavily, and the able business man gains a 
fortune by cutting costs just a trifle below the level of the average 
market price, and clearing a small profit per unit on a large output. 

Profits may be larger in some industries than in others because 
competition is less keen. Loan sharks make large profits in lending 
money to needy persons at exorbitant rates, and these profits are 
made possible at least in part by the disreputable nature of the busi- 
ness and the fact that there is some danger of prosecution under the 
usury laws of the various States. 

The pioneers in a new and rapidly expanding industry may make 
large profits for a time, while demand for the product is growing so 
rapidly that it runs ahead of supply. It may be possible to sell the 
whole supply, or at least the product of most of the producers, at a 
price considerably above cost of production. Something of this 
sort happened in the automobile industry during its first twenty 
years. The large profits naturally stimulate the industry so that 
output grows in leaps and bounds. Still, demand may increase 
with equal rapidity and postpone for years the time when a con- 
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siderable proportion of higher-cost producers find their costs in ex- 
cess of price. Eventually in such an industry the “saturation point”’ 
is reached, and the quantity demanded increases less rapidly or not 
at all. Then the expanding production, if competition exists, over- 
takes demand at the market price, or at any rate at the price that 
covers cost of the least efficient producers, and losses begin to 
dampen the ardor of these unfortunates. 

In some industries competition may be wholly lacking or much 
restricted by means of patents, copyrights, trademarks, exclusive 
franchises, or combinations, and here large gains may be reaped 
which should perhaps be designated as monopoly gains rather 
than as business profits, since they do not truly represent a return 
for either business ability or business risk, except in part. On 
monopoly and monopoly gains more will be said in a later chapter. 

1o. A rising price level increases profits. A very important 
cause of variation in profits is found in the tendency of the general 
level of prices to rise and fall from time to time. This subject can 
be discussed more adequately after we have considered the subject 
of money and banking, but the essential point may be stated now. 
Normally in any competitive industry producers tend to expand 
output and to compete with one another in the sale of their product 
and the purchase of producers’ goods until market price falls below 
the cost of production of the least efficient producers, equals the 
cost of producers of moderate ability, and leaves even the most effi- 
cient producers only a modest profit per unit. A given price for 
their product tends, in other words, to cause the prices of their pro- 
ducers’ goods to rise until in the aggregate the prices paid for the 
producers’ goods equal the price of the product. If now the price 
at which the total supply of the product can be sold rises for any 
reason, aS an increase in the quantity of money in circulation, all 
who have been making profits make more profits, and even some 
who were losing money get their heads above water. Naturally 
this stimulates the producers to expand output and induces among 
them keener competition for possession of the necessary producers’ 
goods, and thus brings about a rise in costs. If meanwhile, how- 
ever, the price of their product has again risen, profits are boosted 
once more, and remain large until costs are again forced upward. 
If the price of the product keeps rising persistently, costs rise also 
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persistently, but the rise in costs, depending upon the rise in price of 
the product, tends to lag persistently behind the rise in the price of 
the product. Hence profits tend to remain abnormally high. Now 
it often happens that for a year or more commodity prices tend up- 
ward, and during this general rise in prices business men normally 
make higher profits than when prices remain stationary. On the 
contrary, when prices tend downward the prices of the producers’ 
goods, or costs of production, lag behind prices of the products, and 
business men make smaller profits than when prices are stationary. 

11. Cost of the business man’s own labor. In connection with 
the foregoing discussion this question might well be raised: If cost of 
production includes such wages as the business man himself might 
receive if working for others, would not the more capable business 
man need to calculate the cost of his own labor at a higher figure 
than the less capable business man, and would not this offset the 
greater gains he realized through his greater ability? Doubtless 
the able man can command a higher salary than the incompetent 
man, but salaried managers often do not have full scope for the em- 
ployment of their business ability, and being hampered in their ac- 
tivities are worth less and are paid less than they could gain in the 
conduct of an independent business. Who would have paid to 
Henry Ford in salary the enormous sums he has realized in profit 
from his own business? It is possible that he might have been a ra- 
ther incompetent salaried manager had he been working for the 
General Motors Company and receiving instructions from above. 

On the other hand, business men who fail to take into considera- 
tion the salary they might have earned if employed by others over- 
estimate their profits — that is to say, they overestimate the gains 
they realize from being in business over and above the income they 
might enjoy if holding a salaried position. 

12. Are there net profits in industry as a whole? Under the fan- 
ciful conditions outlined in Section 5 of this chapter, with all pro- 
ducers producing at equal cost, no matter how much or little they 
produced, and with all producers capable of expanding or reducing 
output readily without loss and without affecting cost per unit, 
cost of production for each unit would equal market price, and total 
costs of the whole supply would equal the market value of the whole 
supply. There would be neither profits nor losses in the industry. 
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Under actual business conditions costs vary from producer to 
producer, supply cannot readily be expanded or reduced without 
affecting costs per unit, and market price cannot in the nature of 
things equal the cost of production of each unit, or for each pro- 
ducer. There are bound to be profits or losses, or both. Yet there 
is good reason for maintaining that taking any industry as a whole 
and in the long run total costs of production of the whole supply 
tend to equal the total market value of the product. In other words, 
there is a tendency for the net profit of all producers in the aggre- 
gate in the long run to equal zero. This, be it understood, is true 
only when interest on the business man’s own capital and fair wages 
for his own labor are included as costs of production and are con- 
sequently not reckoned as profits. 

Under normal conditions in any industry some producers are 
making profits, some are suffering losses, and some are producing 
at a cost just equaling market price, or perhaps we should say ap- 
proximately equaling market price, so that their profits or losses are 
negligible. There seem to be then chances both for profit and for 
loss, both for old producers and for newcomers who contemplate 
entering the field. 

If in any given industry the chances for profit as compared with 
the chances for loss seem to be better than in some other industry, 
the first will be more attractive than the second. Young men just 
setting up in business for themselves will tend to enter this more at- 
tractive field, and even men established in the other industry will 
tend to break away from it and enter the more favored industry. 
Thus an equalizing process is set in motion, which increases compe- 
tition in the more favored industry and reduces it in the less favored 
industry, and which tends to even up the chances of profit and loss 
in the one as compared with the other. There tends to be a rough 
sort of equality, therefore, in all industries. This, be it understood, 
is only a tendency, not a mathematical equation, and is subject to 
being upset by a wide variety of disturbing events, as the rise of a 
new industry, the sharp decline in the demand for the product of an 
old one, changing price levels, and the like. But it is a persistent 
tendency. 

Now suppose that in any particular industries, or in all industries 
as a whole, the chances of profits outweighed the chances of loss. 
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Suppose, in other words, that business men as a group averaged 
higher net incomes through being in business than they would aver- 
age if they worked for others at a fair salary considering their ability, 
and lent their own capital to others at the current rate of interest on 
safe investments. In other words, suppose that the independent 
business men enjoyed larger incomes than equally able salaried men, 
making for each class due allowance for the capital owned. There 
would then be a strong tendency for salaried men to embark on in- 
dependent business careers of their own. These men would then 
use their own capital instead of lending it to others at the current 
rate of return, and would compete with the other business men for 
the available supply of labor, materials, and loanable funds and other 
producers’ goods, and would compete with the older business men 
in the sale of their products. Salaried men would become relatively 
scarcer, and so would loanable funds, while the demand for them 
increased. Obviously costs of production represented by interest 
on borrowed capital and salaries would rise. Other costs might 
also rise, and the price of products might fall. At any rate, profits 
would be cut down, and losses would be increased, and this process 
would tend to go on until on the average no clear advantage could 
be secured by switching from the position of salaried worker and 
lender of capital into that of the independent business man and bor- 
rower for business purposes. Theoretically that point would be 
reached when the chances of profit and loss were about even — 
when profits just offset losses, and net profits for industry as a whole 
were zero. 

It is often implied that there must be some net profits in any risky 
industry — and all industries are more or less risky; otherwise men 
will not venture in and suffer the nervous strain and the worry aris- 
ing from the risk of losing all their past accumulations. But as a 
matter of fact it is not necessary that there be a net gain for busi- 
ness in the aggregate — that there be profits in the aggregate ex- 
ceeding losses in the aggregate. It is only necessary that each par- 
ticular venturer should feel that his own chances of profit are greater 
than his chances of loss, and here the tendency of human beings to 
be unduly optimistic concerning their own chances of success plays 
an important part. There are no net gains in gambling games nor 
in lotteries. Yet laws must be enacted to keep these enterprises 
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from flourishing. Provided only there are prizes to be won people 
will venture in, even though there is no net gain to pay for the ner- 
vous strain and worry, and even though for all the participants in 
the aggregate except the proprietor a net loss must be borne, as is 
the case in many lotteries and gambling games. 

Taking into consideration the propensity of human beings to 
gamble, and the enjoyment they seem to derive from taking chances, 
even though the cards be stacked against them, one might venture 
to believe that instead of there being net profits in industry as a 
whole there are net losses. In other words, that business men pay 
more for their producers’ goods in the aggregate than they get for 
their products, and that in the aggregate they fare no better than 
the holders of lottery tickets which cost more than the amount of 
the prizes to be won. As an offset to this consideration must be 
borne in mind, however, gains that tend to come to business men 
from rapid improvements in methods of production, as during the 
Industrial Revolution, and from long-continued rises in the price 
level, increase in land values, and from other sources of fortuitous 
gains, which are not always offset by corresponding losses. 

13. Profits of corporations. Under the corporate form of in- 
dustry the business is often managed by men who themselves own 
but a very small part of the capital and who are in effect salaried 
managers for the stockholders. Here profits constitute a reward 
for risk and for judgment in selecting the industry into which cap- 
ital is to be sunk, and in selecting the right kind of managers, and 
cannot properly be called reward for business ability in the sense of 
ability to operate a business. This matter can be considered to 
better advantage in our chapter on “Risk, Insurance, and Specula- 
lation,” and will therefore not be treated at length here. One point, 
however, may be noted. Dividends on corporation stock in excess 
of the current rate of interest on safe bond investments represent 
profit — which in this case is primarily a reward for risk. If the 
conclusions reached in the foregoing discussion are sound, there is a 
strong tendency for the average return on safe bonds to equal the 
average return from investments in stock, for industry as a whole 
and in the long run. 
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EXERCISES 


1. Assuming a given quantity of some producers’ good, such as copper or 
lead, to be thrown on the market at some particular time, what deter- 
mines the market price? Would in this case cost of production affect the 
market price? Does cost of production of copper or lead in any way 
affect the market price? Why or why not? 

2. When any producer under competitive conditions is making a profit, he is 
likely to expand production. Give reasons. 

3. If under competitive conditions all producers in a certain industry pro- 
duced at equal cost, and if all could expand or contract production without 
affecting cost of production per unit of output, what would be the relation 
between market price and cost of production of their product? Why? 
Suppose that the demand schedule for this commodity were as follows: 


MILLIons Marker 

or UNITS PRICE H 

DEMANDED What would be the market price and 
2, $10 the quantity produced if cost of pro- 
3 9 duction were $6 per unit? $8 per unit? 
4 8 $9 per unit? Why would the quantity 
5 7 produced and market price be neither 
6 6 more nor less? 
7 5 


4. What is meant by the marginal producer? Does the marginal producer’s 
cost of production determine market price, or does market price determine 
which producer shall be the marginal one? Explain. 

5. There may be said to be a strong tendency in the long run for total profits 
in any industry and in all industries just to equal total losses, so that the 
chances for profit of all business men in the aggregate are just offset by 
their chances for loss. As a corollary of this proposition it may be said 
that the chances for profit or loss in any industry are no better and no 
worse than in any other industry. Explain why this tendency exists. 

6. At some particular time may business men in the aggregate in one industry 
be enjoying large profits, while business men in the aggregate in another 
industry are suffering great losses? Why? If such conditions did exist, 
what would be likely to happen in the two industries? Why? What 
would be the results in respect to profits and losses? 
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CHAPTER IX 


COST AND PRICE IN AGRICULTURE: WHEAT-— 
GROWING 


1. Two classes of industries: industries of increasing cost and 
industries of decreasing cost. In the most general way it may be 
said that all producers in all industries use the same kinds of pro- 
ducers’ goods. All use some land, some man-made material objects, 
or capital, and some labor. But business men in various industries 
require these in varying proportion, and employ them under con- 
ditions which lead to widely different results in cost of production 
per unit as the individual business establishments grow larger, and 
as the total output of the industries increases. In the extractive in- 
dustries, such as agriculture, mining, and forestry, producers use 
relatively much iand and relatively little capital and labor, and in 
these industries production is said to be carried on under conditions 
of increasing cost. By this is meant that as output is increased, 
beyond a certain point, the extra units can be produced only at 
progressively increasing costs per unit. On the other hand, in man- 
ufacturing, transportation, and merchandising, producers use rela- 
tively little land and relatively much capital and labor, and in these 
industries production may be carried on under conditions of de- 
creasing cost. That is to say, conditions of production are such that 
average cost of production per unit becomes progressively less as 
total output expands. 

It is the purpose of the present chapter to explain why the law of 
increasing costs applies to extractive industries, and particularly 
why it applies to agriculture. To make the discussion as concrete 
as possible and therefore more easily followed by the beginner, it 
will be confined to a consideration of conditions of cost in a single 
agricultural industry, wheat-growing, and illustrated by statistical 
examples. To bring the discussion nearer home we will consider 
wheat-growing only in the United States. 

2. Expansion of wheat-growing in the United States. Wheat is 
one of the great food grains of the world, and millions of white- 
bread eaters in the United States and other countries will pay any 


COST AND PRICE IN WHEAT-GROWING 157 


reasonable price for wheat in the form of flour or bakery products 
rather than go without it. The number of white-bread eaters has 
been increasing rapidly for several centuries, and particularly rapidly 
during the last one hundred and fifty years, the period of our own 
national development. Consequently the number of bushels of 
wheat demanded has also increased rapidly. The increase in demand 
in our own country and to some extent that in other countries has 
been met by an enormous expansion in the output of wheat in the 
United States. From an annual production of a comparatively in- 
significant amount in our colonial days, wheat production had grown 
to 100,000,000 bushels by 1850, and to 1,000,000,000 bushels in 1915. 
The 1915 crop, however, was unusually large because an abnormally 
large acreage had been planted as a result of war, and the yield hap- 
pened to be large per acre. A crop of about 800,000,000 bushels 
may now be considered a normal crop for the United States. 

3. Only two ways of increasing output. Let us note the condi- 
tions under which this large expansion in wheat production took 
place. The output could be increased in only two ways — either 
by growing more bushels per acre or by using more acres. The 
number of bushels that may be grown on one acre is limited in two 
ways — first, by physical conditions which put an absolute limit 
on the amount that can be produced on one acre in a year, and 
second, by economic conditions that make it unprofitable to pro- 
duce the quantity physically possible. It is obvious that on an 
acre of land there is standing room for only a limited number of 
stalks of wheat, and that there is a limit to the number of grains 
each stalk can bear. What this physical limit really is does not at 
present greatly concern us, whether it be 100 bushels, or 200, or 
more. For practically all wheat land in the world the economic 
limit of profitable production is considerably below 100 bushels per 
acre per year, and it is this economic limit that we must consider. 

4. The law of diminishing returns. It is generally known and 
can be proved by actual experiment that, after a certain point is 
reached in the intensity of cultivation of an acre of land, further 
applications of labor and capital do not yield proportional returns. 
More concretely, a farmer who could grow 2000 bushels of wheat on 
a 100-acre field, at a cost, for labor, implements, and other pro- 
ducers’ goods used, of $500, could not double, treble, or quadruple 
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his yield merely by doubling, trebling, or quadrupling his costs of 
production. The second $500 worth of producers’ goods, other than 
land, applied to the same field would not produce another 2000 
bushels, the third $500 a third 2000, and so on. Some increase in 
production does result from more intensive cultivation — as repre- 
sented by deeper plowing, more careful preparation of the soil after 
plowing, the use of more fertilizer, the use of better and more ex- 
pensive seed, more care in harvesting, and so on, but the increase 
in production does not keep pace with the increase in expense in- 
volved. This being so, it costs more to produce the additional 
bushels per acre than it does to produce the smaller number of 
bushels. This may be illustrated by the figures shown in Table 
X. The table assumes that the price paid per unit for producers’ 


TaBLe X. DIMINISHING RETURNS AND INCREASING Cost 












TotaL NUMBER ADDITIONAL BUSHELS Cost PER BUSHEL 
Tora Costs or BusHELS RESULTING FROM or ADDITIONAL 
GROWN ADDITIONAL Costs BusHELS 





2000 
3000 
3500 
3750 





goods used on the land remains the same, and that therefore the 
increase in costs measures the increase in the intensity of cultiva- 
tion — or the amount of labor and capital applied on the land. 
We assume in our table that on a certain field, let us call it 100 
acres, we can grow 2000 bushels of wheat, or 20 bushels per acre, 
with a total expense of cultivation of $500. The 2000 bushels grown 
under these conditions would involve a cost per bushel of $.25. We 
assume that doubling the costs and the intensity of cultivation would 
not double the output, but would only bring it up to 3000 bushels, 
an increase of 1000 bushels. This additional 1000 bushels would 
therefore cost twice as much per bushel as the first 2000 bushels, or 
$.50. We assume that the third $500 of expense would add only 
500 additional bushels, and that these 500 bushels would therefore 
involve an expense of $1 per bushel, and that the fourth $500 of ex- 
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pense would add only 250 bushels to the total output, and that 
these 250 bushels would involve an expense of $2 per bushel. A 
word of caution is necessary here, as the writer knows from past ex- 
perience with students. We are not, as students very commonly 
assume, speaking of first, second, or third 1000 bushels of wheat in a 
chronological sense, nor are we speaking of the production of crops 
in successive years on the same piece of land, which is gradually 
wearing out. We are speaking of the different results in bushels 
on a given piece of land in a given year from different sums of money 
spent in cultivation. We may assume that a farmer knows from 
past experience approximately what yield per acre he might expect 
with various degrees of intensity of cultivation in any particular 
year, making allowance, of course, for unforeseeable climatic condi- 
tions. It is perhaps hardly necessary to point out that if he chooses 
to resort to cultivation intensive enough to produce 3750 bushels on 
his 100-acre field at a total cost of $2000, he will not get four sepa- 
rate lots of wheat definitely earmarked as produced at the various 
costs of $.25, $.50, $1, and $2. He will have 3750 bushels all alike 
which cost him in the aggregate $2000, or an average of $.53 per 
bushel. If he has good reason to believe that he could have pro- 
duced 3500 bushels at a cost of $1500, then he may calculate that 
the cost of producing the additional 250 was $500, or $2 per bushel. 
This is a more important point than may at first appear, as the stu- 
dent will realize later. The principle here discussed and illustrated, 
that after a certain point is reached in the intensity of cultivation 
of an acre of land further applications of labor and capital do not 
yield proportional returns, is referred to as the law of diminishing re- 
turns. It may also be called the law of increasing cost, since, as 
appears in Table X, cost per unit increases as returns per unit of 
expense decrease. When we have reached that degree of intensity 
of cultivation such that additional bushels per acre can only be pro- 
duced at increasing cost, we have reached the point of diminishing 
returns. 

5. Expansion of output involves increasing cost per bushel. If 
there were an unlimited amount of first-class land equally near the 
market, accessible to wheat producers without cost, no land would 
be cultivated beyond the point of diminishing returns. As soon as 
growers discovered that it cost more, for example, to grow the third 
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ten bushels on an acre of land than the first or second ten bushels, 
they would take up more land and grow the additional bushels on 
the additional acres instead of on the same acres. If costs and yield 
were as indicated in Table X, for instance, nobody would try to 
grow more than 20 bushels per acre, and all wheat produced would 
cost just $.25 per bushel. It would be foolish to spend $1000 to 
grow 3000 bushels on 100 acres, when the same expenditures spread 
over 200 acres would yield 4000 bushels. But there is not an un- 
limited amount of first-class land equally near the market. Some 
pieces of land are less well fitted for growing wheat than others, 
either because of the nature of the soil or because of climatic con- 
ditions, and some land is farther from the market than other land. 
Now, other things being equal, good land produces more wheat per 
acre than poor land. With the same kind of cultivation — the 
same amount of labor and capital applied per acre — several pieces 
of land of varying degrees of fertility will produce varying quanti- 
ties of wheat per acre, some perhaps as much as 40 bushels, others 
as little as 5 or 10. Naturally the less the land produces per acre 
with a given expenditure for cultivation, the greater will be the cost 
per bushel. To resort to worse land, therefore, increases the cost 
per bushel of growing the additional bushels just as truly as does 
the resort to more intensive cultivation of the best land. 

To resort to land far from market also increases costs, even though 
the land be otherwise first-class in quality. Hauling wheat to mar- 
ket entails expenses just as truly as growing it, and generally the 
farther the land is from market the greater will be the costs of trans- 
portation which must be added to the costs of cultivation. It fol- 
lows, therefore, that no matter how we try to increase the output of 
wheat, after a certain point is reached in the expansion of output, 
namely, after all the best land nearest the market has been cultivated 
up to the point of diminishing returns, further expansion involves 
an increase in the cost per bushel for the additional bushels pro- 
duced. More intensive cultivation increases cost. Resort to worse 
Jand increases cost. Resort to land farther from market increases 
cost. In the United States expansion of output has been brought 
about by all three of these ways — more intensive use of the better 
land, resort to the use of other land, of land less fertile, and of land 
farther from market. Of the approximately 60,000,000 acres of 
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land devoted each year to wheat-growing in this country, some is 
very fertile and some is very poor; some is very close to market and 
some very far from it; some is farmed with a high degree of intensity 
and some receives but scant attention. Since this land varies in 
fertility by imperceptible degrees from the richest to the poorest, 
and in distance from market from one mile or less to many hundreds 
of miles, there are literally thousands of grades of land the product 
of which is produced and marketed at thousands of differing costs. 
It is our immediate problem to explain how, if at all, these costs of 
production affect market price, and which if any of the thousands 
of varying costs have a more direct effect on market price than the 
others. 

6. Assumptions made to simplify discussion of increasing costs. 
To simplify and clarify our discussion, we must make various as- 
sumptions about our wheat land, the costs of cultivation and mar- 
keting and the yield per acre, but these assumptions will be of such 
a nature that they will not invalidate the conclusions which may 
be drawn from the discussion. We will assume, first of all, that our 
costs of cultivation do not include a price paid for the land used in 
production, but include all expenses involved in preparing the soil 
and keeping it in good condition. We will assume also that these 
costs vary only because of differences in the fertility of the land and 
differences in the intensity of cultivation; that otherwise they are 
exactly the same for all producers, regardless of the extent of their 
operation or ability or the location of their land. We assume, too, 
that all producers for the total period under consideration pay the 
same prices for tools, implements, supplies, labor, and other pro- 
ducers’ goods that they buy and that methods of production remain 
the same. In brief, we assume all other things to be equal, and 
concentrate our attention on the effects of differences in fertility, 
differences in distance from market, and differences in intensity of 
cultivation. After we have noted these effects we may take up for 
consideration one by one the various other things which we have 
assumed to be equal, but which are not, and note how they affect 
our conclusions. We shall also explain why for the time being we 
leave out of consideration the cost of the land itself. 

7. A simplified table of costs. In addition to the assumptions 
made in the foregoing section, we will make some further assump- 
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tions which can be discussed most conveniently in connection with 
Table XI, by means of which we shall illustrate the principle of 
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increasing cost as it operates in agriculture. In this table we show 
six classes of land, A, B, and C, and A’, B’, and C’. We let the A grade 
land represent the best land, B, the medium grade land, and C, the 
poorest land, all near the market, while A’, B’, and C’ represent the 
three grades, best, medium, and poorest, respectively, far from mar- 
ket. In the number of grades of land this table, of course, does 
not represent actual facts, since, as already stated, there are literally 
thousands of grades, but the table does show lands differing in fer- 
tility and distance from market. In the number of acres presented 
as devoted to wheat-growing the table agrees tolerably well with 
actual facts, showing a total of 60,000,000 acres, which is approxi- 
mately the acreage devoted to wheat in the United States in recent 
years. In the cost of production figures we assume the cost per 
bushel of cultivation and marketing to be lowest for the first three 
five-bushel lots, or the first fifteen bushels per acre, on the A grade 
land, namely, $.25. We assume the cost of cultivation to increase 
per bushel on the A grade land after the third five-bushel lot, up 
to $.50 a bushel for the fourth five bushels, $.75 for the fifth, and so 
on up to $2 a bushel for the ninth five bushels. Costs of cultivation 
on the A’ land we assume to be the same as on A grade land, it being 
equally fertile, but we add $.25 a bushel to cover extra costs of trans- 
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portation to market from the more distant land. Cost of production 
on the medium grade land is higher than on the best land, running 
from $.50 a bushel on the first two five-bushel lots up to $.75 on 
the third five bushels and $3.75 a bushel on the eighth five-bushel 
lot. Cost of cultivation on B’ land is assumed to be the same as on 
B grade land, but $.25 is added to cover extra cost of transportation. 
On C grade land cost of cultivation is higher in turn than on B 
grade land, and cost of cultivation on C’ land is assumed to be equal 
to cost on C, but again $.25 is added to cover the extra cost of trans- 
portation to market from the more distant land. In conformity 
to actual conditions more land is shown distant from the market 
than near the market, and more medium grade and poor land than 
good land. In brief, in this table we try to represent conditions 
something like those we actually have in the United States, without 
trying to use statistics giving the actual facts. We could not use 
statistics giving the actual facts because, in the first place, they are 
not available and, in the second place, if they were, our table in try- 
ing to give them would become unwieldy and incomprehensible. 
We have, in fact, tried to simplify without over-simplifying so much 
that the student loses touch with reality. 

8. A wheat supply schedule. Table XI as it stands shows why 
with expansion of output the cost of growing and marketing the 
additional bushels necessarily increases per bushel. Some wheat 
could be grown and marketed at a cost of $.25 — the first fifteen 
bushels per acre on the two million acres of A grade land. After 
that more could be grown only by resorting either to worse land, or 
to land farther from market, or to more intensive cultivation. At 
a cost of $.50 or less per bushel, in addition to the 30,000,000 
already pointed out, 10,000,000 bushels could be grown on the 
A grade land, 15 bushels per acre on the 6,000,000 acres of A’ 
land, or 90,000,000 bushels, and 10 bushels per acre on the 5,000,- 
000 acres of B grade land, or 50,000,000 bushels. Altogether, then, 
180,000,000 bushels could be grown and marketed at a cost of $.50 
per bushel or less. Carrying such calculations through for the va- 
rious costs shown in the table from $.25 up to $2 per bushel, we ar- 
rive at the following quantities of wheat that could be produced at 
these various costs per bushel, or, in short, we arrive at the follow- 
ing supply or cost schedule for wheat. 
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Taste XII. Wueat Supriy ScHEDULE 


Costs or CULTIVATION AND 


MARKETING PER BUSHEL BusHELS PRODUCED 

$ .25 30,000,000 

.50 180,000,000 

75 435,000,000 

1.00 735,000,000 

1.25 1,035,000,000 

1.50 1,310,000,000 

1.75 1,485,000,000 

2.00 1,610,000,000 


9. Why consumers must pay more when quantity demanded in- 
creases. The cost of production figures in Table XII, it may be re- 
membered, are assumed to cover only expenses of cultivation and 
marketing, and do not include any cost item representing the price 
paid for the land or for the use of the land. The number of bushels 
shown opposite each cost figure represents not merely the number 
grown at that cost, but includes all wheat grown at the lower costs 
preceding it in the table. For example, 435,000,000 bushels were 
grown at a cost of $.75, $.50, or $.25 per bushel. In other words, 
the figures of the right-hand column are cumulative, as statisticians 
would say. Costs being as indicated in this table, how much would 
consumers be compelled to pay for wheat? That would depend upon 
how much wheat they wanted. It is obvious that wheat-growers 
are not likely in the long run to grow wheat for a price below cost of 
cultivation and marketing. Therefore the costs in Table XII op- 
posite the various quantities show the lowest price that consumers 
might expect to pay for wheat. If they wanted only 30,000,000 
bushels, they might get them at $.25 a bushel, since that would cover 
all costs of production and marketing, although it would allow 
nothing for the use of land. But if they wanted 180,000,000 bushels 
they would have to pay $.50, since the extra 120,000,000 would not 
be grown for less, and if they wanted as much as 435,000,000 bushels 
they would have to pay $.75 in order to tempt wheat-growers to 
grow that part of the supply costing $.75. Thus the more the con- 
sumers demanded the more they would be compelled to pay, since 
the extra bushels could only be produced at greater and greater 
costs per bushel, and would not ordinarily be grown at a loss. If 
consumers wanted 1,610,000,000 bushels they would have to pay at 
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least enough to cover expenses of cultivation and marketing for the 
last addition to the supply, that costing $2 a bushel. 

1o. Market price must equalize demand and supply. To show 
more clearly how the market price for wheat would be determined 
under these conditions of cost, we must take into consideration the 
nature of the demand schedule for wheat. No one knows just what 
this demand schedule is. That is to say, no one knows just how 
many bushels of wheat the people of the United States would be 
willing to buy at various prices. We do know, however, both from 
deductive reasoning and from past market prices, that they will buy 
more at a lower than at a higher price, and that they will buy some- 
thing like five bushels per capita at a good price, let us say $1.75 a 
bushel, rather than get along with less. If, however, the price were 
much higher they might economize and buy less, and if the price 
were lower they would buy a little more, but not much more, since 
about six bushels per capita is all they care to eat at any price. Only 
live-stock growers would buy more than that except for purposes of 
resale, and to tempt live-stock growers to buy, the price must fall so 
low that wheat becomes as cheap cattle and hog feed as corn. Our 
demand schedule for wheat would run something like that shown in 
Table XIII, which shows also part of our supply schedule already 
given in Table XII. 


Tasie XIII. Demand AND SupPLy SCHEDULES FOR WHEAT 


QuANTITY DEMANDED PRICE QUANTITY SUPPLIED 
1,500,000,000 $ .50 180,000,000 
735,000,000 15 435,000,000 
650,000,000 1.00 735,000,000 
600,000,000 1.25 1,035,000,000 
575,000,000 1.50 1,310,000,000 
550,000,000 eo 1,485,000,000 


With a demand schedule and a supply schedule as shown in Table 
XIII, what would be market price? Market price, as explained in 
an earlier chapter, is the price that equalizes demand and supply. 
If demand is greater than supply at a given price, then price must 
rise; if supply is greater than demand, then price must fall. In our 
table demand is greater than supply at the prices of $.50 and $.75 
cents. But at the price of $1 supply is greater than demand. Con- 
sequently market price would have to be higher than $.75, but lower 
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than $1. In both our demand schedule and our supply schedule 
the figures are assumed to represent American demand and supply 
respectively. Without at this point attempting a discussion of 
foreign trade, we can add an element of realism to our discussion 
by taking into consideration the effects of a foreign demand for 
American wheat. Suppose that, in addition to our home demand 
for wheat of 650,000,000 bushels, there should be a foreign demand 
for 85,000,000 bushels at a dollar a bushel. That would bring total 
demand up to 735,000,000 bushels at a dollar a bushel, at which 
point it would equal the supply offered at a dollar and give the 
wheat-growers a market price of a dollar a bushel, instead of the 
lower price of, let us say, $.90 that would equalize domestic de- 
mand and supply. 

11. This year’s market price depends upon this year’s supply, 
but is a determining factor of next year’s supply. The reader might 
ask at this point how the market price of wheat can affect the quan- 
tity of wheat produced, since the wheat apparently has already been 
produced and is being offered for sale, or so it appears from our de- 
mand and supply schedule. To this we must answer that in reality 
the market price of any year affects, not the supply grown that year, 
but that of the next year. In actual practice it works out in this 
way. Suppose that conditions of cost are as indicated in our supply 
schedule, and that in a certain year growers produce and throw on 
the market 735,000,000 bushels, all of which must be sold on the 
home market. Demand would be such that it could be sold only at 
a price of $.75. This would discourage many growers who had pro- 
duced at a loss, and if they could conveniently do so, they would 
turn to the production of something else, unless they had reason to 
hope for a better price the next year. On the other hand, if for 
some reason, either a short crop or an abnormal foreign demand, 
one year’s crop should bring $2 a bushel, this would encourage great 
expansion in production the next year, unless growers had reason 
to fear that the next year market price would be lower. It must 
also be borne in mind that wheat is a somewhat durable product, 
and it may be withheld for a time from the market. The price from 
day to day during a season affects the proportion of the year’s pro- 
duction offered for sale, and if the price remains abnormally low 
throughout the season, some will be carried over and offered for sale 
along with the next year’s erop. 
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12. Questions raised by omission of land as a cost item. The 
reader might ask, too, why we do not include in our cost of pro- 
duction anything for the use of the land. Surely, land costs some- 
thing! Furthermore, if land does not cost anything, or if we as- 
sume it to cost nothing, do the producers on the best land near the 
market, producing at a cost as low as $.25, get one dollar a bushel, 
the same as the high-cost producers, growing wheat on poor land far 
from market, or under conditions of intensive cultivation? If they 
do get a dollar a bushel and produce at a cost of much less, are they 
not making great profits that tempt them to expand and thus to in- 
crease the supply and depress price? 

To answer first the question, Do all producers, regardless of cost, 
get the same price for their product? Yes, if one bushel of wheat is 
just like any other bushel, then it will sell for the same price in the 
same market. If it is sold in some other market the price may vary, 
but not more than enough to cover the cost of transportation from 
the one market to the other. If buyers are willing to buy 735,000,- 
000 bushels of wheat at one dollar a bushel or more rather than go 
without it, then sellers having that much for sale can get that price 
for it. None need take less, regardless of how little it cost him to 
produce it. The reader may recall that this matter has already been 
discussed in Chapters V and VI. 

Assuming for the time being that wheat producers on the good 
land near the market pay nothing for the use of their land, and are 
making huge profits selling wheat at the market price, can they ex- 
pand production and thus increase their profits? Any one individ- 
ual might if he could get more of that good land on the same easy 
terms. But if that land were all under cultivation he could get 
more of it only if some one else gave up some of his. Once all the 
good land near the market is under cultivation all the producers 
collectively cannot expand production under the same favorable 
conditions. They can expand only by farming more intensively, by 
resorting to worse land, or to land more distant from market. In 
other words, they can expand only under conditions of increasing 
cost. This is adding nothing to what has already been said. It is 
merely recalling to the reader the conditions of production. The 
low-cost producers can expand, but only by becoming high-cost 
producers in respect to the additional units they grow. We have 
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here a condition under which the costs of the most expensive units 
actually produced tend to determine the market price. Unless the 
market price equals the cost of producing these units, they will not 
be produced. Reverting to our Tabie XI on page 162, unless the 
price of wheat is as high as $1, the sixth five bushels will not be 
grown on A grade land, the fifth five bushels on A’ grade, the fourth 
five bushels on B grade, the third five bushels on B’ grade, the second 
five on C grade, and as for C’ grade land. it will not be used at all. 
Production will amount to only 485,000,000, and nobody will be 
able to increase output in the aggregate under a cost of $1. 

To the question, Does land cost the producer anything? we 
answer yes. What determines the price he must pay for it, and 
what effect this price has on his cost of production, will be con- 
sidered in the following chapter. 


EXERCISES 


1. Leaving out of consideration the price or rent of land as a cost, why does 
expansion of output in the wheat industry tend to involve increasing costs 
for the successive additional bushels produced? 

2. What is meant by the law of diminishing returns? By the point of di- 
minishing returns? 

3. Assume that in a certain country there are just 1,000,000 more acres of 
each of six grades of land than the number of acres shown in Table XI. 
Assume that costs of cultivation and marketing are just as shown in 
Table XI. Then construct a supply schedule of wheat showing how many 
bushels would be produced at various costsfrom $.25 up to $2 per bushel, 
similar to the supply schedule of Table XII. Under such conditions of 
supply, approximately what price would consumers have to pay for wheat 
if they demanded 500,000,000 bushels? 1,000,000,000? Leave out of 
consideration as a cost the rent or the price of land. 

4. If you are familiar with agricultural conditions in some particular section, 
calculate roughly the cost of producing wheat or corn per bushel, or cotton 
per pound on the best land; on the average run of land; on the poorest land 
used. Do not include as a cost the rent or the price of the land. By 
what means, if any, could the farmers in that section increase their out- 
put fifty per cent? Would it cost more per unit to produce the extra 
bushels or pounds? Why? 


For “References” for this chapter see end of Chapter XI. 


CHAPTER X 
THE RENT AND PRICE OF AGRICULTURAL LAND 


1. Conditions of cost in wheat-growing summarized. In the 
preceding chapter we discussed three causes of differences in the 
cost of growing and marketing various parts of the total supply of 
wheat, namely, differences in the location of the land, differences in 
the fertility of land, and the law of diminishing returns. In order 
to bring out clearly the effect of these causes of varying cost, we 
omitted from consideration differences in the business ability of the 
various producers, and the rent or the price paid for the land. We 
noted that these three causes operated together to increase the cost 
of cultivation and marketing of wheat per bushel as the total quan- 
tity produced increased. Since wheat, like other commodities, is 
produced for a profit and not for a loss, we concluded that consumers 
must pay a price high enough to cover the cost of cultivation and 
marketing of the most costly units produced. Otherwise these units 
would not be produced. We concluded also that the market price 
of wheat would, therefore, tend to rise as the total quantity de- 
manded increased, since the increased demand could only be met by 
production at an increasing cost. In this chapter we will consider 
first the price of wheat land in its relation to the cost of producing 
wheat, and note whether or not its inclusion as a cost item will in- 
validate the conclusion reached that the output of wheat can only 
be increased at an increasing cost per bushel. Next we will con- 
sider the effect of differences in the ability of wheat-growers on 
the price of land and the cost of production. 

2. How land differs from other producers’ goods. Land used in 
wheat-growing is a producers’ good, and its price, from the demand 
side, is determined as is that of any other producers’ good. The 
maximum price a wheat-grower can afford to pay for an acre of 
wheat land is the difference between the value of the wheat pro- 
duced on it and the other costs of production. If he pays that much 
for it, he will make no profit and suffer no loss. He will, of course, 
try to get it for less. But land, whether used for growing wheat or 
for other purposes, differs in important respects from other kinds of 
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producers’ goods: (1) it is a natural resource, a gift of nature, and 
not man-made; (2) it is immovable, and must be used where found; 
(3) man can neither increase nor diminish the total quantity, al- 
though he may change its quality: (4) land of some particular kind, 
better fitted than other land for some particular purpose, as wheat- 
growing, is limited in quantity, and can generally be increased in 
quantity only at great expense; (5) with proper care land may 
be used for most purposes indefinitely, whereas other producers’ 
goods wear out in the process of time. 

3. The amount of land remains fixed. It appears, therefore, that 
the supply of land differs radically from the supply of other pro- 
ducers’ goods, and is not affected in the same way by changes in de- 
mand and price. In fact, if we draw the line clearly between land 
and capital, and include under land only natural resources, and under 
capital all man-made producers’ goods, neither the total quantity 
of land nor the total quantity of any particular kind is affected 
by demand and price. Swamp land that has been drained for wheat- 
growing, or filled in for building sites, has become, to the extent of 
the man-made changes in it, capital, or man-made goods. Even if 
we do not draw this quite logical line, in most cases land of given 
quality is fairly fixed in amount. There was about the same amount 
of land available for growing wheat in North America five hundred 
years ago as to-day, although then none was demanded for growing 
wheat and now some 60,000,000 acres are demanded, or enough to 
grow 800,000,000 or 900,000,000 bushels a year. Any changes 
made in land to fit it for cultivation may properly be considered as 
costs of cultivation. Clearing land of timber and stones differs 
only from plowing and harrowing and seeding in that clearing must 
ordinarily be done only once, while plowing, harrowing, and seeding 
must generally be done each year. After the lapse of many years, 
however, certain man-made qualities of land can often not be dis- 
tinguished from natural qualities. The cleared land of Ohio may 
appear to the eye like the prairie land of Kansas, but the one had to 
be prepared for the plow by great labor, while the other was pre- 
pared for the plow by nature. If we do consider the expenses of 
clearing, draining, irrigating, etc., as costs of cultivation, the bene- 
fits of which are spread over many years and chargeable against an 
indefinite number of crops, as logically we must, and do not consider 
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these operations as adding to the quantity of land available, then 
we may say that the quantity of land available for any purpose re- 
mains unchanged. How much will be used for that purpose up to 
the maximum available depends upon the price of the product, the 
costs of cultivation, and upon the demand for that land for other 
purposes. 

4. Rent: conditions under which there would be norent. Taking 
the foregoing conditions into consideration let us note how the price 
of land is determined. There will be a price regardless of the fact 
that there is no cost of production. As already pointed out, that 
price will depend upon the difference between the price of the pro- 
duct of the land and the costs of cultivation and marketing. Just 
how this price is determined can be explained most conveniently by 
explaining how the rent of land is determined, the rent of land being 
the difference between the value of one crop and the expenses of cul- 
tivation and marketing. For example, if a 100-acre field of wheat 
yielded 2000 bushels which sold for $2500, and the total expenses 
of cultivation and marketing amounted to $2000, then the rent 
would be $500. That is the maximum sum a wheat-grower could 
pay for the use of the field for one year without losing money. But 
why is there a difference between the costs and the price of wheat, 
and why is there such a thing as rent? If there existed anywhere at 
any time a country with an unlimited amount of fertile land, all 
equally good and all equally near the market, and every one who de- 
sired to grow wheat had free access to all of this land he cared to use, 
there would be no rent. To make this matter clear, let us continue 
to assume that all wheat-growers are equally able, and that their 
costs of cultivation on the same grade of land are exactly the same. 
If, under such circumstances, at any given time a grower could pro- 
duce 2000 bushels of wheat at a cost of $1000 and sell it for $2500 
he would have a net gain of $1500. Naturally he would want to 
expand production and thus increase his profit. Other wheat- 
growers would want to do likewise, since all are making great profits. 
There being an unlimited amount of fertile land available, all equally 
good, and equally near the market, expansion would be easy, pro- 
vided the other necessary producers’ goods, such as plows, labor, 
harvesting and thrashing machines, were available. Expansion of 
output would inevitably bring a fall in price in accordance with the 
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law of diminishing vendibility until price got down to cost of pro- 
duction. Possibly the increased demand for plows, machines, and 
labor would cause these costs to increase, thus bringing price and 
cost together so much the sooner. At any rate, when cost and 
price were thus equal, no producer could afford to pay anything for 
the use of hisland. There would be no rent. Incidentally with all 
producers equally able there would be no profit. All would get for 
their wheat just enough to pay for cost of cultivation and market- 
ing, including in cost, as always, a fair reward for their own labor 
and their own capital. Such a state of affairs is, of course, fanciful. 
There cannot be an unlimited amount of land all equally good and 
all equally near the market. 

Under another fanciful condition there would be no rent. If there 
were only a limited amount of land, say 100 acres, all equally good 
and equally near the market, or practically so, and not subject to 
the law of diminishing returns, and in the hands of a hundred com- 
peting producers, there would be no rent. Suppose that at a given 
time these competing producers were producing 20 bushels of wheat 
each, or 2000 bushels in the aggregate at a cost of $.50 cents a bushel 
and selling it for $1.50 a bushel. They would then be making profit 
and would be tempted to increase production, and thus to increase 
their profits. Their land not being subject to the law of diminish- 
ing returns, they could keep on producing additional bushels per 
acre at the same cost per bushel indefinitely, provided the prices of 
their producers’ goods did not rise. Production would expand just 
as in the other assumed case until price came down to cost of cul- 
tivation and marketing. Without any agreement to restrict pro- 
duction, expansion would continue as long as price exceeded costs. 
There would then be the interesting spectacle of land prodigiously 
productive for which no one could afford to pay rent. This conclu- 
sion may seem absurd; it isnot the conclusion that is absurd, but the 
assumption of a condition under which the law of diminishing returns 
does not operate. 

5. Development of agriculture and land ownership in the United 
States. Let us return from this excursion into the realms of fancy 
to a consideration of things as they are. In the real world the 
amount of the best land near the market is limited, and is subject 
to the law of diminishing returns. But when population is sparse, 
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and the demand for agricultural products, as wheat, is small, all 
that is demanded may be produced on land practically alike in re- 
spect to fertility and distance from market. Such were the condi- 
tions in early colonial days on our Atlantic seaboard. The local 
demand for agricultural products was small and foreign demand 
was inconsiderable, since the expenses of transportation were so 
great that most of the European supply could be produced more 
cheaply at home. As demand increased, however, the most fertile 
and most conveniently located land could no longer produce all the 
grain demanded, even when cultivated beyond the point of di- 
minishing returns. Some producers had to resort to more intensive 
cultivation on the old land, and others to worse land or land farther 
from market. The development of low-cost transportation largely 
offset the disadvantage of resorting to more and more distant lands 
farther west, and from the cost standpoint actually brought much 
very fertile land near themarket. Nevertheless, as the total demand 
for wheat increased and the total quantity produced increased, 
great variations in the cost of cultivation and marketing developed, 
such as represented in the table of costs in the preceding chapter 
(page 162). 

Naturally wheat-growers began to compete for possession of the 
land on which wheat could be grown most advantageously. Since 
all wheat of equal quality sold in the same market would tend to sell 
for the same price per bushel, regardless of the expenses involved in 
cultivation and hauling to market, all growers would tend to prefer 
the best land nearest the market, and none would prefer the poor 
land farfrom market. Now, it is obvious that none of the prospec- 
tive wheat-growers made the land. How then would be decided 
the question of which of the farmers should have the use of the best 
land? There are various conceivable ways in which that could 
have been decided. The right of the first man to take possession 
might have been upheld, or the right of the man with the strongest 
arm, or the people collectively through their government might 
have held all the land and rented it to wheat-growers from year to 
year, the highest bidder being given the use of each particular field. 
The plan that was most extensively used by our Government was 
to sell the land in small parcels at a low price to settlers who agreed 
to use it for agricultural purposes. These settlers did not buy the 
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use of it by the year, but bought the land outright, getting a title 
to it that was good indefinitely. They could bequeath this land to 
their heirs, give it away, or sell it. For the most part the land was 
sold by the Government, not to the highest bidder, but to the first 
bidder. Much land that was not thus sold was given away for va- 
rious kinds of services performed by private citizens. In various 
ways most of the land in the United States has thus passed into pri- 
vate hands, and the owner has the right to use it himself, and the 
right to exclude others from using it except for a price. In similar 
ways most of the land in the world has passed into private owner- 
ship, and the individual owner’s claim to possession is supported by 
the power of his government. This little historical digression from 
the main thread of our argument seems necessary to explain how 
land has fallen into private ownership of men who obviously have 
no claim to it on the basis of having made it. We may now return 
finally to a discussion of why there is rent and how the rent for land 
thus privately owned is determined. 

6. Calculating the rental value of wheat land. We will assume 
conditions of cost to be like those illustrated in our cost of cultiva- 
tion table on page 162, and the demand schedule for wheat to be 
such that 735,000,000 bushels could be sold for $1 a bushel. Under 
those conditions grade A land would yield high rent — that is, the 
value of the crop produced on it would exceed considerably the cost 
of production. The rental value of such land could be calculated, 
by the aid of the following table, to be $15 an acre. 


TABLE XIV. RentTat VALUE or A GrRapE LAND 


NuMBER OF BUSHELS VALUE OF THE CROP 
PRODUCED PER ACRE PER ACRE Net Gain, or RENT 














* The cost figures are calculated from the data given in Table XI. 
The first fifteen bushels cost $.25 each, or $3.75. The next five, 
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$.50 cents each, or $2.50, which, added to the cost of the first fifteen, 
amounts to $6.25. The next five cost $.75 each, or $3.75, which, 
added to $6.25, amounts to $10. The difference between the selling 
value of any quantity produced and the cost of producing that quan- 
tity would represent the maximum a renter could afford to pay for 
the use of the land. Naturally, if a man were renting the land or 
farming land he himself owned, he would try to cultivate up to the 
point which yielded the greatest net return. From the table we see 
that the greatest difference between cost and value of product is 
found when 25 or 30 bushels are produced. In both these cases, the 
net gain is $15 an acre. It is the maximum which a renter under 
the circumstances could afford to pay for the use of the land one 
year. 

In the same way we could calculate the rental value of any other 
grade of land. The rental value of grade A’ land would be less be- 
cause we must allow for the extra cost of $.25 a bushel of getting 
the wheat to market. The greatest net gain would be $8.75 an acre, 
obtained when either 20 or 25 bushels were grown per acre. The 
C grade land, poor but near the market, would yield a net return of 
$1.25 an acre when producing 10 bushels, but the C’ grade, poor and 
far from market, would produce no net return at all, and for it no 
renter could afford to pay rent. 

7. High prices of farm products cause high rents of farm land. 
We may conclude from what has been said that the rent paid for 
the use of agricultural land is a result of the price of agricultural 
products, and not the cause of those prices. In other words, high 
prices for wheat, corn, and potatoes, etc., cause high rents, not vice 
versa. When the demand for farm products is great, and the total 
quantity demanded can be produced only by resorting to intensive 
cultivation, and to the use of land both poor and far from market, 
some parts of the supply are produced at great costs for cultivation 
and marketing. The market price that covers these costs more than 
covers sueh costs for good land near the market. The difference is 
rent, as just calculated. It should be noted, however, that there 
are certain apparent exceptions to the general rule. If, for exam- 
ple, a certain grade of land commands a rent of $15 an acre when 
devoted to wheat, and some one desires to use it for other purposes 
— for hay-growing, for example — but finds that the present price 


176 RENT AND PRICE OF AGRICULTURAL LAND 


of hay does not permit him to pay that much rent, he may give up 
the idea of growing hay. This will result in a smaller output of hay, 
and higher hay prices. It would seem that the high rent for land 
had caused the price of hay to go up. But, in the last analysis, 
what caused the shortage in hay and the high price of hay was the 
high price of wheat, which caused land to be devoted to wheat 
that might otherwise have been devoted to hay. 

8. The price of land represents the capitalization of rent. From 
the rental value of land we pass logically to its selling value, which 
depends upon the rental value. There are two methods of calculat- 
ing the selling value, or the price of land, from its annual rent, or 
rental value. Both are based on the interest rate, which funda- 
mentally represents a premium on present goods in terms of future 
goods, or, in other words, a discount on goods becoming available 
only in the future. Ifa piece of land will produce a crop worth 
every year on the average $15 more than it costs to produce and 
market the crop, how much would one give for that land, not by the 
year, but to be held by himself and his heirs forever? Not an in- 
definite number times $15, but whatever sum one considered the 
equivalent to-day of an income of $15 a year indefinitely, and that 
would be much less than an indefinite number of times $15. Just 
why this is so we shall consider in more detail later. For our present 
purpose it may be said that people discount the future, that $15 a 
year from now many people would consider worth something like 
5 per cent less than $15 to-day, and $15 two years from now some- 
thing like 5 per cent less than $15 one year from now, and so on. 
For $15 a hundred years or a thousand years from now, most people 
would give very little. This method of calculation is long and 
roundabout. The same results are reached if one calculates the 
sum of money which, if put at interest at the rate regarded as a fair 
return on investments in land, will yield a sum equal to the annual 
rent. Thus, if a piece of land rents for $15 an acre, and 5 per cent 
is considered a fair return on money invested in land, then a fair 
price for that land would be $300 an acre, since $300 put out at in- 
terest at 5 per cent would yield $15 a year. This brief explanation 
leaves some questions unanswered, but these can be considered more 
conveniently after we have taken up the rate of interest in a later 
chapter. 
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One additional point should be noted here. Since the selling 
value of land depends upon its rental value, and that in turn de- 
pends upon the price of farm products, then the price of farm pro- 
ducts is a determining factor in the price of agricultural land, and 
not vice versa. In other words, high price of farm land results from 
and does not cause the high price of farm products. 

9. From the farmer’s point of view rent is a cost of production. 
We are now ready to consider the question of whether or not wheat- 
growers on the good land near the market have lower costs of pro- 
duction — including under that term all costs involved in produc- 
ing and marketing their product — than wheat-growers on the poor 
land far from market. We may say that if all wheat-growers have 
equal business ability, then they all tend to produce wheat at the 
same cost per bushel. The price a farmer pays for his land, whether 
he buys it outright, or rents it by the year, is a cost of production. 
Competition for the use of land among producers of equal ability 
would tend to make the rental value of each field just offset the 
advantage derived from its fertility or location. The farmer on 
A grade land produces 25 bushels of wheat at a cost of $10 for 
cultivation and marketing, and rents his land at $15. His total 
costs are $25. If he buys the land outright, he pays $300 an 
acre, which represents a cost of $15 a year if interest is 5 per cent. 
The farmer on C’ land, poor and far from market, grows on an aver- 
age 5 bushels per acre at a cost of $1 a bushel. For such land he 
pays no rent, and his total costs are $1 a bushel. In short, if com- 
petition for the use of the better grades of land works out perfectly, 
the rental value or the selling value will always tend to equal the 
difference between the costs of cultivation and marketing and the 
price of the product, and total costs of all producers will tend to be 
the same. Obviously, if a farmer buys a piece of land, and after- 
ward a rise in the price of wheat or a reduction in costs of cultiva- 
tion and marketing increases the net return per acre, the rental 
value and the selling value of his land rise. Other farmers who buy 
later at a higher price in a sense have higher costs. But the first 
farmer may justly mark up the price of his land to a figure at which 
he could sell and base his calculation of costs on the higher figure. 
It is what he could get for his land, and not what he paid for it, that 
a farmer should consider when calculating his future costs of pro- 
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duction. The difference between what he did pay and what he 
could sell for represents profits on past operations, not difference 
between his own future costs of production and those of his neigh- 
bor who has just bought at the high price. It will make the matter 
more clear, perhaps, if we consider the case of two farmers, one of 
whom decides to buy a high-priced farm in Ohio, and the other to 
take a claim in western Nebraska. One gets good land near the 
market. The other gets poor land — poor primarily because of 
lack of rainfall — far from market. If they have been moved only 
by financial considerations and have shown equally good judgment, 
each ought to do equally well in growing wheat. Both ought to pro- 
duce at the same cost per bushel — the Ohio farmer’s lower costs of 
cultivation and marketing being offset by the interest on the money 
he has paid for the high-priced land. 

10. Land not devoted exclusively to wheat. The reader may 
raise the point that we assume wheat land to be land that is devoted 
exclusively to wheat, while in practice most wheat is grown on land 
on which crops are rotated — the rotation consisting often of wheat, 
corn, and oats. This in no way invalidates any of the conclusions 
thus far drawn. For the sake of convenience in exposition, we have 
made the tacit assumption that wheat is grown on our land year 
after year. But the principles discussed are the same, whether 
land be put in wheat every year or whether it be used for various 
erops in turn. In practice farmers tend to put their land to the 
most profitable use — the use which insures the greatest net gain 
over costs of cultivation and marketing, not merely for one year, 
but, if they are far-sighted, for a long term of years. In ecalculat- 
ing the rental value of an acre for a single year, the farmer considers 
the particular crop he is going to raise. In calculating the selling 
value, he takes into consideration the average net return that may 
be expected from the crops that are likely to be grown to best ad- 
vantage over a long term of years. 

11. Differences in ability among farmers and the rent of land. 
Up to this point it has been assumed that wheat-growers have equal 
ability, and that costs of production of all wheat-growers are the 
same on the same grade of land. It has been assumed, too, that the 
difference between these costs (not including land as a cost) and 
the value of the product represents the rent of the land, and that 
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this is the amount which renters competing for possession of the 
land would pay for the use of it for one year, and that the market 
price of the land would tend to be this annual rental capitalized at 
the current rate of interest. These assumptions lead to the further 
assumption that no renters make profits, since their costs of cultiva- 
tion plus the rent they pay equal the value of their product. Like- 
wise it has been assumed that no landowner makes profits, except 
through rise in land values, after he buys, since it has also been 
assumed that he pays for the land a sum of money which at the 
current rate of interest would yield a return equal to the difference 
between his operating costs and the value of his product. Obvi- 
ously these assumptions are contrary to fact. Farmers do not all 
have equal ability and equal costs and come out even at the end 
of the year, neither enjoying profits nor suffering losses. 

In practice some farmers manage things better than others. On 
the same grade of land some will grow more bushels at less expense 
than others. On our A grade land, for example, a good farmer 
might grow, not 30 bushels of wheat at a cost of $15, as our table of 
costs assumes all farmers do, but 35 bushels at a cost of $12; the 
ordinary run of farmer might produce 30 bushels at a cost of $15, as 
assumed in the table; and the very poor farmer, the shiftless fellow, 
might produce only 20 bushels at a cost of $18. Besides these three 
grades of farmers, there might be many intermediate grades vary- 
ing in ability to obtain high yields and to keep down costs. 

Now, since the maximum a farmer can afford to pay a year for 
land is the difference between his costs of cultivation and marketing 
and the value of his crop, these various grades of farmers could af- 
ford to pay various sums for the same grade of land. The question 
might then be raised, If rent represents the difference between costs 
of cultivation and marketing and the value of the crop, or the 
amount which renters can afford to pay for the use of land, which 
class of farmers are we considering — the best farmers, the poorest 
farmers, or some intermediate grade? 

Another similar point must be considered. Farming is essentially 
a small-scale industry, because of the difficulty of properly super- 
vising the operations on a large farm. Let a farmer, whose costs 
per acre are $20 less than the value of his product, attempt to double 
the size of his farm and he finds his costs per acre growing larger, or 
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the value of his crop per acre growing smaller, or both. More of the 
work must be turned over to hired hands, who, on a large farm, 
cannot be kept under the eye of the master. Timeis wasted. Cul- 
tivation becomes careless. Harvesting is done ina haphazard way 
— hay gets rained on and damaged, grain is left in the field to rot. 
Fences are not kept up, the cattle get into the fields, damage the 
crops, and die from overeating. Farm horses and other farm equip- 
ment are not handled with care, and this involves heavy expense to 
the owner. Obviously, therefore, a farmer cannot pay so much rent 
or so high a price for additional acres as he can for the first 100 or 
200 acres of land. 

It follows from the foregoing discussion that there may be said 
to be a demand schedule for farm land — various quantities of a 
given grade being demanded at various rentals or prices. 

There is also a supply schedule for land of any given grade — the 
various quantities that will be offered for rent or sale at various 
figures. The rent of land of any given class settles at the amount 
per acre that equalizes demand and supply. The price of land per 
acre tends to be the capitalized value of the rent, or it may be said 
to settle at the amount per acre that equalizes demand and supply. 

12. Demand and supply of land and rent. In a sense the de- 
mand for land may be said to consist not merely of the total quan- 
tity which people without land are willing to rent or buy, but to in- 
’ clude also the quantity of land that those already in possession are 
willing to retain at existing rentals or prices. But in the following 
analysis we are concerned only with the quantity demanded at a 
given rental or price by those not already in possession. That is to 
say, we are using demand in the ordinary sense of market demand. 

In a sense, too, the supply of land may be considered as being 
the total quantity in existence, which never changes. But the 
quantity that will be offered for rent or for sale varies with the mar- 
ket price. At a given price a farmer who already owns 100 acres 
would buy 100 acres more, but at a somewhat higher price he would 
sell what he had. A shift in price will switch him from the demand 
side to the supply side of the market. Similarly, at a given rental a 
certain man might offer his farm for rent, but at a lower figure he 
might retain it for his own use. 

Understanding by the demand for land the quantity demanded by 


RENT AND PRICE OF AGRICULTURAL LAND 181 


those not already in possession, and by the supply the quantity of- 
fered for rent by the owners, let us note how the rent of land is de- 
termined, using Table XV for purposes of illustration. 


TABLE XV. DEMAND AND Suppiy ScHEDULES oF A GRADE LAND 

















NuMBER OF RENTERS F ANNUAL ACRES ACRES 

DEMANDING Farms RENTAL DEMANDED SuppPLieD 
OOOO RAV OT Ade ery itsuesicere $20.00 2,000,000 | 14,000,000 
20,000 A and B grade............. 18.00 5,000,000 | 11,000,000 
30,000 A, B, and C grade.......... 16.00 8,000,000 8,000,000 
40,000 A, B, C, and D grade....... 14.00 11,000,000 5,000,000 
50,000 A, B, C, D, and E grade.... 12.00 14,000,000 2,000,000 





It is assumed in Table XV that 2,000,000 acres of A grade land 
would be demanded by 10,000 A grade renters, at $20 an acre, be- 
cause these renters on the basis of previous experience believed 
that, with an even break of luck in the way of weather conditions 
and at existing costs and market prices of farm products, they could 
clear $20 an acre over and above costs. Costs, be it understood, in- 
clude here fair wages for the renters’ own labor and interest on their 
own capital invested in farm equipment, etc., but not rent for the 
land. The quantity of land assumed, 2,000,000 acres, amounts to 
an average of 200 acres for each of the A grade renters. At $18 the 
A grade renters would demand some additional land, and 10,000 B 
grade renters would come into the market, so that a total of 5,000- 
000 acres would be demanded at that rate. At lower rentals, still 
more land would be demanded, until, at the low rate of $12 an acre, 
14,000,000 acres would be demanded, the assumption being that E 
grade renters could expect to clear not more than $12 an acre on the 
same grade of land on which A grade renters could clear $20 an 
acre on their first 200 acres. 

Under the conditions assumed in Table XV, the rent of A grade 
land would tend to be $16 an acre — the amount that equalized de- 
mand and supply, 8,000,000 acres being demanded and supplied at 
that rate. Paying this rent the A grade farmers would find their 
total costs including rent to be $4 an acre less on their first 200 
acres than the value of their product, and they would, therefore, 
enjoy a profit of $4 an acre. The B grade farmers would make a 
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profit of $2 an acre, and the C grade farmers would just make ex- 
penses. The profits of the A and B grades of farmers would repre- 
sent the reward for superior managing ability, rather than reward 
for risk. Their reward for risk would come if the season were un- 
usually favorable or prices higher than normal, or costs lower, and 
this would tend in the long run, for the farmers in the aggregate, to 
be offset by losses resulting from bad seasons, low prices, or high 
costs. 

Under the conditions assumed D and E grades of farmers would 
want to rent no land at as much as $16 an acre, because such high 
rent plus their other costs would bring their total costs above the 
price of their product and involve them in loss. Frequently, how- 
ever, farmers overestimate their own ability to make money and 
demand land at a higher rental than they can pay without suffer- 
ing loss, or they may rent land at a figure that their best judgment 
tells them is too high simply because they do not know what else 
they can do, and hope that the crop may be unusually good, or 
prices unusually high. When disappointed in this hope, they find 
themselves involved in loss and unable to meet their bills. Such 
farmers are constantly in process of being weeded out, or at least 
of migrating from one section of the country to another where they 
are not yet known as failures and can secure credit for further 
operations. 

As indicated, the rent of land tends to equal the rate that what 
may be called the marginal producer can afford to pay for it rather 
than go without it, the marginal producer being one who can barely 
make expenses and who just barely manages to remain in business. 
How far down the scale of ability the marginal producer will be 
depends upon how numerous farmers are relatively to the amount 
of land available. It should be noted that in the supply schedule 
of Table XV, it is only the amount of land offered for rent ‘that 
varies with the rent, not the total quantity available for farming, 
which remains substantially the same. A grade land will not re- 
main idle if not rented out. It will be farmed by the owner. If 
the total quantity is 14,000,000 acres and only 2,000,000 are offered 
for rent at $12, then it may be assumed that the other 12,000,000 
acres are being used by the owners, who would rather farm the land 
themselves than rent it out at such a low rate. This brings us back 
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to the statement made on page 180, that in a sense the total demand 
for land includes the quantity that those already in possession are 
willing to retain at a given rental or price as well as the quantity de- 
manded by renters or buyers. 

13. Demand and supply and the price of land. As has already 
been stated in an earlier section of this chapter, the price of land 
tends to represent the capitalized value of the rent. If we assume 
the current rate of interest to be five per cent, then the price of land 
will be twenty times its rental value, and the A grade land of Table 
XV will sell for $320 an acre. The A grade farmer, who could clear 
$20 an acre from such land, could afford to pay $400 an acre for it 
and, from farming it, secure a fair return on his investment, five 
per cent, but no profit. If, however, the land is so abundant rela- 
tively to the number of farmers that what C grade farmers can af- 
ford to pay sets the price, at $320, then A grade farmers can buy 
at a price that permits them to gain not only a fair return on their 
investment, but something in the way of profit for superior farming 
ability. In the United States at least as many farmers acquire their 
land by outright purchase as by renting, and in the higgling of the 
market for farm land it is what the marginal buyer can pay that 
determines the price rather than capitalization of the rent the mar- 
ginal renter can pay. This is, however, not an important point, 
since the two figures tend to be the same, resting upon the same 
basis. 

The rental value and the price of all grades of land are determined 
just as the rental value and the price of A grade land, the rent or the 
price in each case being such as to equalize the quantity demanded 
and supplied, and leaving the marginal producer on each grade of 
land no profits. 

Some land is so poor or so far from market that the marginal pro- 
ducer would find his expenses of cultivation and marketing just 
equal to the value of his crop. For such land he could pay neither 
any rent nor any price. Better farmers might be willing to pay a 
small rental or price for such land, but its value would be set by 
what the marginal man could pay, and it would therefore yield no 
rent and bring no price — that is to say, the land bare of improve- 
ments would not. Something might be paid for house and barn, 
orchards, fences, and the like. 
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14. Marginal producer, marginal land, and marginal bushels. 
In speaking of the marginal producers we have in mind the lowest 
grade of farmers who at existing rentals or prices can rent or buy a 
given grade of land and make expenses, including their rent, or in- 
terest on the price paid for the land. Such marginal producers are 
found on all grades of land from the very best to the worst, but 
more are likely to be found on the worst or cheapest land than on 
good land, because they are not likely to accumulate enough money 
to buy good land. When they are found on good land, except as 
renters, it is probably because they have inherited money or have 
had a run of good luck. Ina sense the good farmer who holds too 
much land to farm well is a marginal producer on part of his land. 
On his excessive holdings he barely makes expenses. 

Marginal land is land on.which the marginal producer in the long 
run just manages to cover costs of cultivation and marketing, and 
for which he can pay nothing in the way of rent or price at the ex- 
isting level of prices of farm products and costs of production. It 
may be marginal primarily because of its low degree of fertility, or 
because of its distance from market, or because of a combination of 
both of these factors. On such land an exceptionally able producer 
may make profits in the long run, and the marginal producer may 
‘seize profits in an exceptionally good year, as when he is farming 
such marginal land in western Kansas in a season of unusually ample 
rainfall. | 

In the foregoing discussion we have been calculating the rental 
value and the price of land on the basis of existing prices for farm 
products. This market price, as we have already indicated in the 
case of wheat, must cover the costs of cultivation and marketing of 
the bushels produced on the marginal land, or the costs of the last 
few bushels extracted from the better grades of land by intensive cul- 
tivation. We must here modify this statement by adding that mar- 
ket price must cover the costs of the marginal producer on the mar- 
ginal land — the costs of the least efficient producer who manages 
to stay in business on the no-rent land. The more wheat consumers 
demand, the farther out the margin of cultivation must be pushed 
and the greater must be the number of farmers to supply the quan- 
tity desired, and the greater becomes the cost of producing the addi- 
tional bushels. Unless consumers are willing to pay a price that 
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covers these costs of the marginal bushels, the marginal bushels will 
not be produced by the marginal farmers on the marginal land. 
The higher the price of wheat, the more it pays to farm intensively 
the better land, and farmers of every grade are likely to increase 
the intensity of cultivation of their land up to the point where extra 
bushels cost as much as they bring on the market. We may then 
speak of two margins of cultivation: First, the extensive margin — 
the cultivation of land so poor or so far from market that it barely 
pays the marginal farmer. Second, the intensive margin — the 
cultivation of better grades of land up to that degree of intensity 
beyond which extra bushels cost more than they bring. 

If there were an unlimited amount of A grade land, equally good 
and equally near the market, there would still be differences in cost 
of production unless all the farmers were of equal ability. There 
would still be marginal producers, and marginal bushels produced 
by the marginal producers would set the market price. The higher 
grade of farmers would make profits. There would be no rent and 
no land would be cultivated beyond the point of diminishing returns, 
All differences in costs would be the result of differences in the ability 
of farmers. 

If we include rent as a cost, or interest on the price paid for land 
as a cost, then the costs of all farmers having equal ability tend to be 
the same. Differences in cost then tend to result, not from differ- 
ences in land, but from differences in the ability of farmers. Rent 
acts as an equalizer; added to other costs, it tends to make the costs 
of all producers of equal ability equal. 

15. Customary rent. Although the rental value of any class of 
land is determined primarily by the anticipated difference between 
the value of the crop and the costs of producing and marketing the 
crop, and is worked out on the principle of marginal vendibility, so 
that more efficient producers make a profit over and above rent and 
other costs and less efficient producers make no profit and even suffer 
loss, it should be clearly understood that other factors enter into the 
determination of the rental value of land. Rental values are often 
much affected by custom. In the case of contract rent — that is, in 
cases in which the land owned by one man is rented to another — 
the agreement between the owner and the renter or tenant is often 
made on some free-and-easy basis, as that the rent shall be one third 
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or one half of the crop. Such rents sometimes become customary in a 
community, and land of various degrees of fertility rents on the same 
basis. In such cases either the owner of the better land fails to get 
the full economic rent or the renter of the poor land pays too much. 
For example, Smith rents from Brown twenty acres of rich wheat 
land and from Jones twenty acres of poor wheat land, and agrees in 
both cases to give one third of the crop as rent. His costs of culti- 
vation and marketing will be about the same in both cases, let us say 
$10 an acre. But from the Brown twenty he gets 600 bushels and 
from the Jones twenty only 300. After paying the third of the crop 
as rent, he has left from the one field 400 bushels and from the other 
field only 200. If he gets $1 a bushel he has a profit, after paying 
costs of production, of $200 on the Brown twenty, and of nothing on 
the Jones twenty. If Smith had lived in a farming community in 
which land is rented for cash and where there is keen competition 
among renters for possession of the wheat land, he would have paid 
considerably more for the use of the good land than the value of one 
third of the crop, and perhaps less than the value of one third of the 
crop for the poor land. If in this community competition for land 
had been so severe that farmers of Smith’s ability would have had to 
pay rents so high that they could make no profits, we may assume 
that he would have paid about $20 an acre rent for the good land, 
and only $5 an acre for the poor land, that representing in each case 
the difference between the value of the crop and the cost of produc- 
tion. 

Custom, of course, does not affect the rental value of land in the 
sense of the difference between the value of the crop and the costs of 
production on land farmed by the owner himself. If such a farmer 
is assumed to be a no-profits farmer, then his rent, or income from 
his land, just equals the difference between his costs and the value 
of his crop. This difference is what economists commonly call 
economic rent, as distinguished from contract rent, the case discussed 
in the preceding paragraph. If the owner rents his land to another 
for less than the net gain he might himself realize by farming it, then 
the contract rent is less than the full economic rent. There is a 
strong tendency, however, for owners of land to get all they can for 
the use of their land, and the influence of custom as opposed to cold- 
blooded business seems to be weakening in the United States. 
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16. The price of land may be more or less than capitalization of 
rent at the current rate of interest. Although the tendency is for 
the selling value of land to represent the rental value capitalized at 
the current rate of interest, as already explained, several other factors 
enter into the determination of selling value. These can be ex- 
plained most readily by means of examples. John Smith, a farmer 
of high efficiency, is in the market for a farm to serve both as a 
business enterprise and as a home for his growing family. He finds 
one farm with a rental value of $10 an acre, in a good neighborhood 
with many social advantages, and another farm in another neigh- 
borhood of a very unsatisfactory kind, but this farm has a rental 
value of $15 an acre. That is, Smith may calculate that on the one 
he could clear over and above all costs and a small profit for himself 
$10 an acre and on the other $15 an acre. He finds that each can 
be had at $200 an acre, which represents the full rental value of the 
first capitalized at five per cent, but only two thirds of the full rental 
value of the other. If he buys the first he can count on covering 
costs of production, a five-per-cent return on his investment, and a 
small profit for himself. If he buys the second, he can clear much 
larger profits. In fact, if he bought the second on the same basis 
as the first, he could afford to pay $300 an acre. Nevertheless, he 
may buy the first, taking into consideration social advantages as 
well as pecuniary gains. 

Let us take another case. James White, in competition with 
other buyers, pays $300 an acre for a farm on which it is obvious that 
he cannot clear more than $10 an acre above costs. This will yield 
him only three and one third per cent on the price paid, which re- 
presents not only no profit, but not even a fair rate of interest on 
the investment. The reason he does this is that he foresees, or 
thinks he does, a great rise in the price of farm products which will 
greatly increase the rental value of the land. The price he pays 
represents, then, the capitalized rental value of the land in the 
future. 

During the World War the price of corn rose much more rap- 
idly than costs of production, and the rental values of corn land 
shot up rapidly. The people in a certain corn-growing county de- 
luded themselves into thinking that these high rental values were 
permanent and, competing with one another for possession of the 
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land, bid it up to fabulous prices; as high as $600 an acre. After the 
war the price of corn dropped, and with it the rental value of the 
land. But the buyers at high prices may stubbornly refuse to ac- 
knowledge the fact that the land is not worth what they paid for it, 
and hold.on, refusing to sell at prices that represent a fair capitaliza- 
tion of its present rental value. 

Various other factors may influence the selling value of land; but 
it should always be remembered that the dominant influence is the 
rental value, and that land prices not based on a fair capitalization 
of the present rental value or of the future rental value, conserva- 
tively estimated, are to be viewed with suspicion and will not be 
paid by the wary. In the next chapter the price of land will be con- 
sidered further. 


EXERCISES 


1. How does the total amount of capital, labor, and land in the United States 
at the present time compare with the total amount of capital, labor, and 
land, respectively, one hundred years ago? 

2. What is meant by the rent or rental value of land? by the price of land? 

Is there any relation between the price of land and its cost of production? 
Why, or why not? By what right do the present owners of land in the 
United States hold their land? 

3. Assuming all farmers to be equal in ability, what determines the rent of 
land of a particular grade? What determines its price? 

4. Assuming all farmers to be equal in ability and to have available an un- 
limited amount of very fertile land all equally good, and equally near the 
market, would the land be worth anything? Why, or why not? 

5. Assuming that there were in the United States just 1000 farmers all equally 
able, and just 100,000 acres of land all equally good, owned in equal lots of 
100 acres by these 1000 farmers, and not subject to the law of diminishing 
returns, and assuming that the farmers were all equally near the market 
and competing with one another to supply the great demand for wheat, 
would the land be worth anything? Why, or why not? 

6. In Section 6 and Table XTV it is explained how the rental value of A grade 
land may be calculated. Using the same method calculate the rental value 
of B grade land, assuming the price of wheat to be $1 a bushel. (Consult 
Table XI, page 162.) Having found the rental value of B grade land, 
calculate its price, assuming its price to represent its rent capitalized at 
five per cent. 

7. Including the rent or price of land as a cost, do farmers on A grade Jand 
have lower costs than equally able farmers on C grade land? Why, or why 
not? 

8. If costs of production of farmers of equal ability are equal on all grades of 
land when rent or price of land is included as a cost, is it matter of indiffer- 
ence to the country whether most of the cultivated land is A grade land and 
only a little of it C grade land, or vice versa? Why, or why not? Note 


10. 


11. 
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that in either case the price of farm products will be determined by cost of 
cultivation and marketing on the C grade land. 


. If a farmer is buying land to farm, can he afford to pay as much for the 


second 100 acres as for the first, as much for the third as for the second, and 
so on indefinitely? Can an inefficient farmer pay as much as an efficient 
farmer for his first 100 acres? Do your answers indicate that there is a 
demand schedule for farm land of a given grade? Why, or why not? 
What is meant by “marginal land’? by ‘marginal farmer’? by ‘“‘mar- 
ginal bushels’’? 

Taking into consideration differences in ability among farmers, how is the 
price of wheat determined? the rent of wheat land? the price of wheat 
land? 


For “ References” for this chapter see end of Chapter XI. 


CHAPTER XI 
INDIRECT COSTS IN AGRICULTURE 


1. Conditions of demand and supply of land summarized. In the 
last chapter it was pointed out that land used for business purposes 
is to be considered a producers’ good, and that from the demand side 
its price is determined, as is that of any other producers’ good, by 
marginal vendibility. The marginal vendibility of land of any par- 
ticular grade represents the price that the no-profits producer is able 
and willing to pay for it. What he is able and willing to pay rather 
than not have the land is the difference between the value of the 
product and his other costs of production. Since land used for some 
purposes cannot be worn out, as when used for building sites, and 
for most purposes can be made to last indefinitely if used with care, 
the value or price of land must be considered from two points of 
view — the price that will be paid for its use one year and the price 
that will be paid for it for all time. The first is very simple, and 
represents, as has been indicated, the price that the no-profits pro- 
ducer is able and willing to pay for the use of it one year. This is 
called its ‘‘rental value” or ‘‘rental price,” or, more briefly, its 
“rent.” The price that will be paid for it for all time may be called 
its ‘‘selling price” or, more briefly, its “price” to distinguish this 
value from its rental value. Ordinarily economists use the shorter 
terms “‘rent”’ and “‘price”’ to indicate respectively the amounts paid 
for its use one year and the amount paid for it for all time. The 
price, as has been explained, represents the capitalized rent, 
primarily, although other factors besides rent may enter into the 
determination of the selling price. 

But while land is like any other producers’ good from the demand 
side, from the supply side it differs radically from man-made pro- 
ducers’ goods, as explained in detail in the last chapter. In brief, 
land is fixed in quantity. There has never been materially less and 
there will never be materially more than there is to-day. Further- 
more, it differs in quality and location, and the quantity of any par- 
ticular quality and location is imited. Naturally at the beginning 
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of agricultural development in any country farmers tend to use the 
land that yields the greatest return with a given expenditure — 
normally the most fertile land, or the most easily cultivated land 
nearest the market. As the demand for agricultural products in- 
creases, all that is demanded can no longer be produced on this most 
desired grade of land. If market prices of agricultural products 
because of the increased demand rise higher, farmers will cultivate 
worse land and land farther from market, and they will cultivate the 
better grades of land beyond the point of diminishing return. But 
whichever of these three methods of increasing output is resorted 
to, it inevitably means an increase in the costs of production over and 
above the costs of producing the smaller supply on the better land, 
near the market, as described in detail in Chapter IX. Market 
price must cover the costs of growing these more costly bushels and 
therefore more than covers the cost of the less costly bushels. 
Producers, therefore, compete for possession of the most favored land, 
offering to rent it by the year, or to buy it outright from whoever 
owns it at the time. This has all been explained in more detail in 
Chapter X. The greater the demand for agricultural products be- 
comes, the more necessary it becomes to resort to the use of low-grade 
land far from market and to more intensive cultivation of the better 
grades of land, and the greater becomes the spread between the costs 
of cultivation and marketing of the most costly bushels and the least 
costly bushels. Consequently, the higher becomes the rent and the 
price of the better grades of land. Now, when the price of any man- 
made good rises, it is likely to rise above cost of production, and 
producers of it enlarge output and increase the supply, and thus 
check the rise in price. But the rise in the price of land cannot thus 
be checked. Land tends to keep rising in price indefinitely if the 
demand for its products keeps on rising. Always the rent of a 
piece of land tends to be the difference between the cost of producing 
a given crop on it and the cost of producing the same quantity of 
that crop on the poorest land in use, or on poor land far from market, 
or by more intensive cultivation at great expense on the better 
grades of land. As this difference increases so rent increases, and as 
rent increases, so the price of land tends to increase. Anything that 
’ increases the spread in costs of production between the most ex- 
pensive units produced and the least expensive units increases the 
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rent and the price of land, and anything that checks the spread or 
narrows it tends to check the increase in rent or to reduce it. 

2. Factors tending to cause arise in rents. Let us note now some 
of the causes that tend to increase the difference between the costs of 
cultivation and marketing of the most expensive and of the least ex- 
pensive units produced. The natural increase in population brings 
an increase in demand for food products that must be satisfied, and 
also an increase in demand for fibers for clothing, such as cotton, 
wool, flax, and hemp, and for other agricultural products. Year by 
year the quantity of these various products consumed grows larger 
and larger for the world as a whole and for most countries, and year 
by year for this reason rents the world over tend to rise. This is 
the most important, the most persistent, and the most compelling 
cause of rising rents and rising land prices. There are various minor 
causes. A rise in the general level of commodity prices tends to 
raise rents and land prices. For example, if the prices of all other 
producers’ goods except land double, then the cost of producing 
farm products on all grades of land tends to double. If the most ex- 
pensive bushel of wheat costs $1 to produce, and the least expensive 
$.25, then after costs have doubled the most expensive costs $2 and 
the least expensive $.50. The spread has been doubled, increasing 
from $.75 to $1.50. It follows, therefore, that land which yielded a 
rent of $5 before would now yield $10, and land which yielded $10 
would now yield $20. With the rent of land doubled, the price of 
land would tend to double also. If the rise in price of the product 
should be greater than the rise in costs of production, then the rise 
in rent and the price of land would be accentuated. For instance, if 
costs should double, but if the price of the product should by reason 
of extraordinary demand treble, then rents would rise to an astonish- 
ing height. For example, if an acre of wheat land produced 30 
bushels of wheat worth $1 a bushel at a cost of cultivation and 
marketing of $15, and yielded a rent of $15, then with wheat at $3 
and costs doubled, it would yield $90 worth of wheat at a cost of 
$30, and would yield a rent of $60. With its rent capitalized at five 
per cent, the land would have been worth $300 and would have be- 
come worth $1200. Such a condition is likely to come about only 
occasionally, as in war-time, and is not likely to last over a long period 
of time. But a period of rising prices during which rents and costs 
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go up more or less in unison may extend over many years, as in the 
United States from 1900 to 1914. 

3. Factors tending to cause a fall inrents. The factors tending to 
increase rents do not act without opposition. There are counter- 
acting factors which check the rise in rents and sometimes bring about 
a fall. One of these is improved methods of transportation, such as 
represented by the railroad and steamship. These in effect increase 
the quantity of good land near the market, not in a physical sense, 
of course, but from a cost standpoint. For example, before the 
opening of our West by means of the railroads the price of agri- 
cultural products in New England had been increasing because the 
increasing demand had made it necessary to grow some parts of the 
supply on very poor land, or by intensive cultivation of good land, 
or on land so far from the market that transportation costs were 
quite heavy. Under the circumstances the better land nearer the 
market commanded good rents. But when the railroads reached 
into the fertile States of the Mississippi Valley and by low rates 
gave the fertile land of the West access to the New England market, 
the price of farm products was forced down. The costs of cultiva- 
tion and of transportation from the Western land were less than the 
old market price. As a result rents and the price of land in New 
England fell. Cheaper trans-Atlantic transportation for similar 
reasons caused a decline in the rental value and selling value of land 
in England and other European countries in the nineteenth century. 
Such a check on rents can be only temporary in nature and not uni- 
versal in extent. The fall in rents in Europe and our Eastern States 
was partially offset by a rise in rents in the West, where much land 
was soon yielding crops whose market price exceeded costs of culti- 
vation and transportation to market. It is possible that the open- 
ing-up of the equatorial belts of South America and Africa, when 
science makes possible the development of agriculture in the tropics, 
will tend to check the rise in rents just as did the opening of our own 
West and the agricultural lands of the Argentine, Australia, and 
Canada. 

4. General decrease in costs of cultivation tends to cause a fall in 
rents. A general decrease in the costs of cultivation on good land 
and poor land alike tends to cause a fall in rents. This may result 
either from improved methods of cultivation, or from a fall in the 
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general level of commodity prices. If, by means of labor-saving 
machinery, it becomes possible for one man to grow as much wheat 
as three or four grew before, and if this machinery can be bought at 
low prices because it is produced at low cost in highly efficient manu- 
facturing plants, then the cost of producing the marginal or highest- 
cost bushels, which are the price-determining bushels, is much re- 
duced, and this reduces rents even if there is an equivalent reduction 
in the costs of growing the less expensive bushels. For example, if 
the costs of cultivation of a field of poor wheat land had been $200, 
and the yield had been 200 bushels, while with the same costs a field 
of fertile land yielded 400 bushels, and if the price of wheat had been 
$1 per bushel, just enough to cover costs of production on the poor 
land, the rent of the good land would have been $200 for the field. 
If costs, now, were cut in half, the costs of growing wheat on the poor 
land would be just $100, and on the good land $100. Assuming that 
the price of wheat as before just covered cost on the poor land, then 
the price would be $.50 a bushel, and the value of the crop on the 
good land would be $200. Its rent would then be $100, just half of 
what it was before. 

Substantially the same results in dollars would be reached if there 
were a general fall in commodity prices and wages. Costs of culti- 
vation then too might be cut in half, although not as a result of im- 
proved methods of cultivation. Such a fall in commodity prices 
might be the result of a decrease in the quantity of money. It would 
represent an increase in the value of the gold dollar, which would 
then buy more of everything than before. A fall in the rental value 
of land from such a cause would in some cases leave the landowner 
no worse off than before, since, although his money income were cut 
in half, it would buy just as many goods as before, assuming that all 
commodities had been equally affected by the fall in prices. But in 
some cases such a fall in rental value would be disastrous to the 
farmer, as we shall note below. 

5. Temporarily a rise in costs may cause a fall in rents. Some- 
what paradoxically a rise in the costs of cultivation may sometimes 
cause a fall in rent, although in the preceding paragraph it was ex- 
plained that a fall in costs causes a fall in rents. This is likely to 
happen only under extraordinary circumstances when there are vio- 
lent price changes, as during a war. During the years following the 
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World War, American farmers found their costs increasing rather 
than decreasing — their costs consisting primarily of manufactured 
products and labor. Manufactured products were high in price and 
workmen could find employment at high wages in cities. On the 
other hand, the prices of farm products fell sharply because the out- 
put had been increased during the war, and after the war foreign de- 
mand for American farm products declined. Naturally the differ- 
ence between the value of the crop and the cost was reduced, and in 
many cases wiped out, not merely on the poor land far from market, 
but even on the better grades of land. Such a condition is abnormal 
and cannot last indefinitely, although it may last for years through 
the operation of the law of indirect costs. Eventually the higher 
costs of cultivation, if they persist, will result in higher prices 
of farm products, and consequently in higher rents than before on 
the better grades of land, as explained in Section 3 of this chapter. 

6. Rising rents cause land speculation. On the whole the factors 
tending to cause rents to rise are dominant. Temporarily they may 
be vanquished by the opposing factors, which cause rents to fall, but 
in the end they reassert themselves. They are the factors that 
govern in the long run. The others are merely the opposition party 
— the outs that occasionally get in. In the United States. par- 
ticularly the general tendency has been for rent and land prices to 
rise on account of the rapidly growing population. People have got 
into the habit of expecting them to rise, and as a consequence they 
have got into the habit of speculating in land — of buying it with 
the idea of selling sooner or later at a good profit. This habit has 
had important effects on agriculture in the United States, not al- 
together happy. Since most land-buyers expect land to rise in price 
because they anticipate a rise in rental value, land has come to be 
bought and sold on the basis of anticipated rental value rather than 
on the basis of its actual rental value, and generally the price paid is 
higher than the present rental value justifies. So we find farmers 
complaining that they do not get enough for their crops to yield them 
a fair return on their investment, and truly we often see that the 
yield on the investment is very small — less even than the yield on 
practically safe government bonds. To a large extent the very 
farmers that complain are among the group of speculators that have 
bid up the price of land out of proportion to its present income- 
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yielding capacity. But many farmers are the victims of circum- 
stances. If they want to farm they must become speculators in 
land against their will, unless they prefer to remain tenant farmers. 
They must buy land at prices so high that not only are profits for the 
time being out of the question, but perhaps even a fair return on the 
investment and fair wages for their labor. They may be compelled 
to produce for years at a loss, with the hope of being in the end able 
to sell their land at a profit large enough more than to offset their 
temporary loss. 

For a similar reason much of our land was farmed by homesteaders 
for many years at a loss, although they paid practically nothing for 
it. The crops they produced sold for less than cost of production, 
including in cost fair wages for their labor, such as they could have 
earned as mechanics or even as day laborers. They were willing to 
make temporary sacrifices in the hope of eventually being the owners 
of valuable rent-producing land. 

7. Farm-owners’ costs are mainly indirect. Although the rent 
and the price of land are the result of the market price of agricultural 
products, and are what they are because producers in the aggregate, 
taking into consideration the price of the product and other costs of 
cultivation, force them to their existing levels in the competitive 
struggle, nevertheless no one producer determines the market price 
of land. He must take it as he finds it, like any other producers’ 
good. If he farms, the land he uses becomes one of his costs of pro- 
duction. If he rents his land by the year from the owner, his rent 
may be considered just an operating cost or direct cost like the labor 
he hires, or the supplies he buys each year. But if he buys the land 
outright, his land becomes an indirect cost, and if he buys high- 
priced land an exceedingly important one. Writers frequently 
speak of indirect costs as if they existed only in connection with 
railway transportation and manufacturing by the machine process. 
But they are probably nowhere more important than in farming on 
high-priced land. It is the presence of indirect costs that accounts 
for much of the distress and political unrest in the agricultural States 
during periods of agricultural depression. Indirect costs, it will be 
remembered, are costs which within the limits of existing plant ca- 
pacity do not vary with the volume of output, and which tend to 
continue even if business operations are suspended, unless the pro- 
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ducer decides to quit altogether and sells his plant for what he can 
get, usually at a great sacrifice. For a more detailed discussion of 
this point the reader is referred to Chapter VII, Sections 10-12. 

The costs of the farmer who owns his land may be grouped roughly 
in four classes. First, a fair rate of interest on the price paid for his 
farm, including with the land all permanent improvements, such as 
drainage, fences, orchards, and farm buildings, with the possible 
exception of his house, which represents consumers’ goods rather than 
producers’ goods. Second, a fair rate of return on investments in 
farm equipment, such as machinery and tools and horses, and an 
allowance for depreciation of this equipment. Third, taxes and 
insurance on all farm property, except possibly the house. Fourth, 
cost of hired labor, and current supplies, and a fair return for his own 
labor. The first three groups represent mainly indirect costs which 
do not vary with the extent of operations, once the farmer has made 
his commitments. The fourth group consists mainly of direct costs. 
They vary with the extent of operations, and tend to come to an end 
if operations are suspended. 

8. The farmers’ indirect costs when prices fall. The indirect 
costs of American farmers who own and cultivate a quarter section 
or more of high-priced land such as is found in Illinois, Iowa, Kansas, 
or any other good agricultural States, may easily exceed two thirds 
of their total costs. For instance, a 160-acre farm at $250 an acre 
represents an investment of $40,000, and represents an indirect cost 
to the owner of $2000 a year, if one allows five per cent as a fair re- 
turn on the investment. Add to this other items of indirect cost, as 
depreciation of farm equipment, taxes, insurance, and the like, that 
must be met whether or not the land is cultivated, and the total 
easily rises to $2500, which may be fully twice the cost of labor and 
current supplies and other direct costs for the year. 

As already explained the price of farm land in the United States 
normally tends to represent the capitalization, not merely of its 
present rental value, but of its anticipated rental value. People are 
so accustomed to rising land prices that competition for possession 
tends ordinarily to keep prices ahead of rents, and to make it difficult 
for farmers to gain a fair net return on the investment. During 
periods of rising commodity prices, or a rising price level, the net re- 
turn to farmers increases more rapidly than at other times, rental 
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values rise, selling prices rise, and a speculative boom develops 
in farm land which carries the selling price up to levels not justified 
by existing, and not even by prospective future, rental values. 
Farmers who buy land at such periods of inflated prices assume a 
tremendous burden of indirect costs. During and immediately after 
the World War, when wheat and corn were both selling above $2 a 
bushel, and other farm products at similarly fancy prices, the differ- 
ence between costs of cultivation and the value of crops per acre be- 
came astonishingly great in many instances. A wheat crop of 40 
bushels per acre, worth $80, might be produced at a cost per acre of 
perhaps $20, and leave a net gain or rent of $60 an acre. Under the 
circumstances, it was not surprising to see a land boom which carried 
the selling price of good corn and wheat land in some cases above 
$500 or $600 an acre, and which tended at least to double land values 
over wide stretches of the country. Much land changed hands at 
these prices and hundreds of thousands of farmers were committed 
to an investment in farm lands representing indirect costs far above 
the normal, and rising in extreme cases to $30 or $40 an acre. 

Unfortunately for the buyers of land during such periods of in- 
flated prices, a period of rising commodity prices is normally followed 
in due course of time by a period of falling prices, as one can learn 
by reading economic history. When prices fall, part of the farmers’ 
costs fall also, but only his direct costs, representing such items as 
labor, current supplies, and so on. But indirect costs remain the 
same, and these may involve many farmers in ruin. 

Suppose, for example, that a certain farmer had paid $300 an acre 
for a 200-acre farm, or $60,000, on the assumption that it was cheap 
at the price under the circumstances. © The circumstances were 
these: The value of the wheat and corn that could be produced on 
this farm at existing prices would be about $9000 a year, and the 
costs of cultivation and marketing not more than $3000. The net 
gain of $6000 would represent ten per cent on the $60,000 investment. 
Suppose that the farmer had borrowed $35,000 of the purchase price 
at eight per cent, giving a mortgage on the farm as security for the 
loan. Suppose that he had become involved in other debts for farm 
equipment and incidentals amounting to $3000, half of which had 
to be paid within a year. 

Suppose now that the prices of wheat and corn, his sole money 
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crops, fell to half, so that the total value of his crops was only $4500 
instead of the anticipated $9000. Even if his expenses of cultiva- 
tion and marketing fell to half also, or to $1500, the net gain he 
realized would be only $3000 instead of $6000. But the interest on 
his mortgage would not fall. It would still be eight per cent on 
$35,000, or $2800 a year, and this sum, together with his current 
debts of $1500 falling due, would be more than he could pay. Only 
by leniency on the part of his creditors could he escape bankruptcy. 
Even if he did escape bankruptcy and the loss of his farm, his in- 
direct costs would remain as a crushing burden and keep him in a 
precarious financial condition for the rest of his days or until an- 
other rise in the price level brought rising rentals again and another 
land boom. 

One of the characteristic features of the economic history of the 
United States has been the more or less chronic discontent of the 
farmers with the inadequate return they enjoy on their investments 
in land and for their labor. In a period of falling prices following 
a period of rising prices and a land boom, hundreds of thousands 
who have bought high-priced land heavily encumbered with mort- 
gages suffer financial failure. Millions of others find their crops 
yielding only an insignificant return on their investment in land. 
Then agricultural discontent rises to the maximum, and the farmers 
turn to politics to find a remedy for their ills, most commonly advo- 
cating some ill-advised legislation designed to raise artificially the 
price of farm products. On this subject more will be said in our chap- 
ter on “ Problems of Agriculture.” 


EXERCISES 


1. Why is there a persistent tendency for the rent of land and the price of 
land to rise? What factors may cause a temporary fall in rents? What 
factors may cause an abnormal rise in rents? 

2. Why must the farmer who wants to own his farm speculate in land even 
against his better judgment? Why does the persistent tendency of land 
to rise in price make it difficult for farmers to realize a fair return year after 
year on their investment in farm land? 

3. Suppose that the rent of a 100-acre field in a given year was $5 an acre. 
Suppose that the rent then rose $1 an acre each year for the next ten years, 
then rose further $5 an acre each year for two years, then fell $6 an acre 
each year for two years. Suppose that the field was sold at the end of 
every second year at a price representing that year’s rent capitalized at 
five per cent. Calculate the price paid and received for the land by each 
successive Owner. 
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. In your own section of the country has the rent of farm land fluctuated in 


recent years? Has the price? Have the two gone up and down together? 


. Classify a farmer’s costs of production. Why are farmers’ costs of pro- 


duction mainly indirect? 


. Which farmer has the higher indirect costs per unit of product, the one 


owning very good land, or the one owning very poor land? Why? 


. When there is a sharp fall in commodity prices does the income of the 


farmer fall? Do his direct costs fall? Do his indirect costs fall? Why or 
why not? 


. Suppose that a 100-acre field will produce 20 bushels of wheat per acre at a 


cost of cultivation and marketing of $10. What will the field tend to sell 
for when wheat is $1 a bushel, assuming the price of land to be the rent 
capitalized at five per cent? What will it tend to sell for when wheat is 
$2 per bushel? When wheat is $.75? 
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CHAPTER XII 
ECONOMIC RENT AND THE UNEARNED INCREMENT 


1. Economic rent in coal mining. Economic rent is not peculiar 
to agriculture, but emerges in all industries, for reasons similar to 
those accounting for its appearance in agriculture. All industries 
require the use of more or less land, and in all industries some bits of 
land are more desirable than other bits because their possessor can 
produce more effectively on them than on other locations. 

Economic rent in mining in some cases affords a very close analogy 
to economic rent in agriculture. In coal mining, for instance, the 
best coal deposits nearest the market tend to be utilized first of all, 
and the best deposits tend not to be worked beyond the point of 
diminishing returns. Only that part of the coal is taken out that 
can be moved at lowest cost. Additional tons that might be re- 
covered at higher cost tend to be left underground. Competition 
among coal producers tends to keep market price down to the cost 
of mining the coal that can be most cheaply thrown on the market. 
As demand for coal grows larger it becomes necessary to mine the 
better deposits more intensively — to dig deeper beneath the surface 
or farther from the mouth of the mine, and to take out a larger per- 
centage of the coal in the veins that are worked. Also, to meet the 
total demand, it becomes necessary to resort to thinner seams deeper 
underground and to deposits farther from market. Thus output can 
be increased only at increasing cost. Market price must cover the 
cost of producing the more expensive tons and therefore more than 
covers the cost of the less expensive tons. The better mines begin to 
yield a rent, or, aS mine rents are commonly called, a “‘royalty.” 
Owners of such mines can sell their coal at a price that more than 
covers cost of production — at the price that covers the cost of the 
tons produced by the no-profits producer in the poorer mines, or in 
the mines far from market, or at the cost of the extra tons taken 
from the better mines by decreasing the percentage of the coal left 
underground in pillars, and so on. If the mine-owners do not care 
to operate the mines themselves, they may lease them to others who 
will pay a royalty of several cents for every ton mined, the royalty 
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tending to equal the difference between the no-profits producer’s 
cost of mining the coal in any given mine and the market price at the 
mouth of the mine. Cost, as the term is here used, means, as in our 
earlier chapters, all expenses of production, including fair wages for 
the manager himself and interest on his own capital. The royalty 
on mines having rich deposits near a good market may be so great 
that such coal lands sell for $1000 an acre or more. The price of 
coal land tends to represent the present value of all royalties that 
may be expected from it. Mine royalties differ from agricultural 
rent in one important respect. Mineral deposits in any given piece 
of land are subject to exhaustion. Eventually the last ton that can 
be taken advantageously from even the best coal mine will be gone, 
and royalties will cease. Agricultural land, however, may with care 
be made to yield rent indefinitely. 

2. Profit and rent in metal mining. In metal mining, as in agri- 
culture, differences in costs emerge as a result of differences in nat- 
ural resources. Some gold ores are so rich that they yield hundreds 
or even thousands of dollars a ton, while others may yield only two 
or three dollars or less. Some copper ores run more than ten per 
cent copper, others less than one per cent. Similar differences are 
found in ores of other metals. Furthermore, some mines are near 
extensive markets, and others are thousands of miles from their best 
markets. These differences account for wide differences in costs of 
production per unit. A gold mine is not always a synonym for 
fortune. It may cost more money to mine the gold than can be 
made out of it if coined. Gold that is produced at an expense greater 
than the mint price of gold, $20.67 an ounce, is produced at a loss. 

The question may be raised, Does the net income from a rich gold 
or silver mine represent economic rent? Suppose that the total 
operating expenses for a year amount to $1,000,000, including in that 
sum a fair return for the owner’s own labor and capital invested in 
mining equipment, and suppose that the gold produced is worth 
$2,000,000. There is good reason for asserting that the $1,000,000 
net gain is profit, rather than rent. Gold mining is a hazardous 
occupation. Much time and money are spent in prospecting and in 
developing money-losing mines. The rich mine is the exception, 
and may be considered the operator’s reward for risk undertaken in 
his various ventures. The reward may be very great — tens of 
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millions of dollars; but when one ventures the loss of thousands, and 
has only one chance in a thousand to win, then millions are not an 
excessive reward for the risk undertaken. True, some men stumble 
upon rich mines and are able to acquire a fortune without either 
much expense or much risk, and their gains might be considered to 
be economic rent. It has sometimes been stated, however, that as 
much money has been spent in mining gold as has been taken from 
gold mines — that total costs of production have equaled the total 
value of the product. If this is true, there has been no net gain 
for producers in the aggregate, and the net gains of the fortunate 
possessors of rich mines may well be considered in the nature of 
profits for risks of a hazardous occupation, rather than as economic 
rent, such as we find in agriculture. 

The losses in gold mining, and to a lesser extent in silver, copper, 
lead, and zine mining, arise from the fact that the best sources of 
supply are hidden and tempt thousands of prospectors to spend 
years of their lives and all the money they can lay their hands on in 
trying to find the rich mine that will make their fortune. Mining in 
this respect is like a lottery. The more or less remote chance of a 
big prize tempts many to undergo the risks of almost certain loss. 

In agriculture there are no similar uncertainties. The produc- 
tivity of agricultural land is fairly well indicated by its surface. 
With a reasonable degree of care devoted to the study of the soil, 
climate, transportation facilities, probable costs of cultivation, and 
probable price of the product per unit, agriculture is not a hazardous 
industry. Practically every farm yields a return that covers costs 
of cultivation and marketing, except in times of abnormal agricul- 
tural depression. For agriculture as a whole there is a net gain — a 
return over and above all expenses of cultivation and marketing — a 
net economic rent for all the land in the aggregate. 

3. Rent in the petroleum industry. In the petroleum industry, 
as in gold mining, phenomenal fortunes are made by those who make 
a lucky strike, and the huge net gain over costs of production real- 
ized by the fortunate owner of a ‘‘gusher” pouring forth thousands 
of barrels of oil a day would clearly appear to be economic rent if we 
consider only such individual cases. But in the oil industry as in 
gold mining there are chances of money-losing ventures as well as 
rich strikes. Dry holes cost thousands of dollars and represent a 
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total loss. Wells which flow only a few barrels a day for a short 
time do not pay for drilling. The great fortunes won are offset in 
part by losses of the unlucky or the unwise who sink their money in 
wells in “wildcat” territory. It is significant in this connection that 
for many years the Standard Oil Company, the leading refining com- 
pany, preferred to buy its crude oil from others rather than stand 
the expense of prospecting itself. It should be noted, however, that 
it was able to buy its crude oil at low rates through its monopolistic 
position in refining and through its control of pipe lines which the 
oil producers required as a means of getting their product to the 
refineries at a reasonable cost. 

With the more scientific methods of locating oil-bearing sands 
that have come into use in recent years, true economic rent has 
appeared in the oil industry. Oil wells are no longer merely lucky 
strikes. Many are located by geologists at comparatively small 
cost, and large operations, such as those of the various Standard 
Oil Companies, and of the large so-called ‘‘independent”’ companies, 
yield a net gain by no means offset by similar net losses. Oil land 
in proved territory, or even in territory that merely seems favorable, 
is leased by oil companies on terms which yield the owners all the 
way from perhaps one dollar an acre per year during the term of the 
lease up to millions of dollars for a small tract if oil is found in large 
quantities. Such incomes obviously represent economic rent to 
the landowners, who have in many cases bought the land at low 
prices for agricultural purposes and have paid nothing for its oil 
possibilities. When their land develops into an oil prospect or into 
actual oil-producing land, the resulting gain comes as a windfall, 
unexpected, and unearned. Many of the large oil companies buy 
up large tracts of land outright, after having determined roughly 
their value as oil producers, at less than their actual worth and reap 
huge gains which would seem to fall more clearly in the category of 
rent than of profit, whether profit be considered either payment for 
risk or reward for superior business ability. 

It frequently happens that what might be large net gains repre- 
senting true economic rent are dissipated through the drilling of an 
unnecessarily large number of wells, particularly when oil is struck 
in or near a city where land is owned in small parcels by a great 
number of people. Thus oil that might be taken from the ground at 
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an expense of merely a small fraction of its value is actually pro- 
duced at a net loss. 

4. Urban site rent, and the price of urban sites. Economic rent 
appears in spectacular form in large cities where land is in great de- 
mand as sites for stores, theaters, office buildings, factories, and so 
on, as well as for residences. In large cities small building lots may 
command an annual rental of thousands of dollars, and a single acre 
of ground may be worth millions of dollars over and above the value 
of the buildings erected upon it. A brief explanation will suffice to 
show how the economic rent and the price of urban sites are de- 
termined, since the fundamental principles determining economic 
rent and land values have already been explained in connection with 
our discussion of agricultural land. Somewhat modified, these 
principles apply to land used for retail stores, office buildings, fac- 
tories, and soon. Other things being equal a retailer can sell more 
goods where many people pass his way than where few pass. It is 
from the passing crowd that the average retailer draws most of his 
trade. The crowd tends to congregate along Main Street, where 
most of the stores, office buildings, barber shops, and so on are lo- 
cated in a compact group. Every new storekeeper who goes into 
business wants his store located in this group, because he wants to 
be located where the crowd will see his window display in passing 
and be tempted in to buy. And every store added to the group 
makes the shopping district more attractive and increases the 
erowd. It is poor policy to establish a store off the beaten track, 
where only a few stragglers are likely to pass its door. The com- 
peting stores on Main Street will get the lion’s share of the trade. 
And a store, if it is to pay, must have a steady stream of customers, 
not merely a straggler now and then. With an average stock of 
goods during the year worth $10,000 at retail prices, a merchant in 
the heart of Main Street may sell $100,000 worth, whereas the same 
stock of goods displayed on a side street would perhaps not produce 
total sales of more than $10,000. The ratio of sales to inventory, 
or the turnover, would in the one case be 10 to 1, and in the other 
only1to1l. If the goods were sold at 25 per cent above cost price, the 
Main Street store would show gross profit of $20,000, and the other 
only $2000. Investment in building and equipment, labor costs, 
and other operating expenses would be about the same on the two 
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sites. Adding these expenses in both cases to the cost of the mer- 
chandise, it would be found that the Main Street store showed a 
handsome net gain and the side street store a heavy loss. It is ob- 
vious, therefore, that a merchant can afford to pay handsomely for 
the privilege of operating his store in the best business section. 

In the United States urban sites are more often bought outright 
than rented and we are more familiar with the selling price of urban 
sites than with their rental values. Selling price, however, depends 
upon rental value, representing merely the rental value capitalized 
at the current rate of interest, as has already been explained in con- 
nection with our discussion of the rent and price of agricultural 
land. For the sake of convenience in exposition let us assume that 
retailers ordinarily rent storerooms from others who own the land 
and buildings, which is in fact a common practice. After all the 
available lots in the compact business center of the city are occupied 
and the stores located thereon are doing a thriving business, compe- 
tition for possession of these storerooms by renters becomes keen, 
and the owners can get a rent that yields them far more than the 
current rate of interest on the money invested in the building. 

5. Calculating the rent and price of urban sites. How much any 
particular storekeeper is able and willing to pay in rent for a store- 
room rather than go without it depends mainly upon the difference 
between total value of his sales and his costs of production, other 
than rent, including a fair return for his‘own labor. Ordinarily the 
most he will be able and willing to pay is just this difference. He 
may, however, be able to get his storeroom for less. There may, for 
instance, be three storerooms for rent and four potential renters 
competing for possession, A, B, C, and D. The storerooms, let us 
say, are equally desirable, but the four men have unequal business 
ability. A figures that he could clear from the use of one of these 
storerooms, above all costs, including fair wages for his own labor, 
$4200 a year; B, that he could clear $3600; C, $3000; D, $2400. 
The rental value of these storerooms will tend to be such as to 
equalize demand and supply. The supply we have assumed to be 
three. Three are demanded at $3000 or more a year. At a higher 
rental only two would be taken. Possibly, in the absence of a 
higher bid than $2400 by D, the other three renters might get their 
storerooms for less than $3000. If they pay $3000, then C makes no 
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profits, B makes a profit of $600 a year, and A enjoys a profit of 
$1200, assuming that they estimated correctly their returns. The 
greater the number of competitors for any given number of store- 
rooms and the more nearly equal they are in business ability, the 
less likely are they to be able to rent at a figure which will leave 
them a profit after paying their rent. 

Assuming now that the annual rental of a storeroom, as thus de- 
termined under competitive conditions, is $3000, let us proceed to 
calculate the value of the site on which it is located. The building, 
let us assume, cost $20,000. A fair return on this investment, is, let 
us say, $1200 a year to give the owner six per cent interest on his 
investment, and $800 a year in addition to cover depreciation in the 
building, or a total of $2000. There is left $1000 which may pro- 
perly be considered the annual site value or rent of the land, which, 
capitalized at the current rate of interest that we assume of six per 
cent, gives us $16,667. 

In a similar way the rental value and the selling price of urban 
sites for business purposes in general are determined. Roughly one 
may say that the rental value of any urban site tends to be the 
amount that a business man of very ordinary ability can pay for its 
use yearly and still remain in business — as a no-profits producer, 
and that the selling price represents this rental capitalized at the 
current rate of interest. Business men of higher ability can pay this 
rental or this price and still make profits, while those of lower 
ability, if they pay this much, will lose money and be forced out of 
business sooner or later. 

6. The law of diminishing returns and urban sites. On urban 
sites the law of diminishing returns operates as it does in agriculture, 
and in the utilization of urban sites for business purposes something 
analogous to the extensive and intensive margins of cultivation in 
agriculture appears. On the best sites in the heart of the shopping 
district retail stores yield large returns. Selling goods at the current 
market price, able dealers not only can cover costs of operation 
and realize fair profits, but can obtain, over and above costs and 
fair profits, a net gain that represents economic rent. On less 
desirable sites this net gain is smaller, and the farther away from the 
heart of the shopping district the store is located, the smaller be- 
comes the net gain, until finally a store too far from the center of 
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things would barely pay — it would be on or beyond the extensive 
margin of the retail district. This site would yield no net gain and 
would therefore yield no rent as a retail site. 

Again, if the owner of a choice retail site, finding that large net 
gains resulted from operating a store on this site, attempted to in- 
crease his net gains by increasing the height of his store, he would 
find that the net gains did not increase in proportion with the height 
of his building, for two reasons. Above a certain height the cost of 
construction per story increases, and the sales decrease because 
customers prefer to trade on floors nearer the ground. The extra 
costs involved in building and operating, let us say, the tenth floor 
would be so great, and the extra sales obtained so small, that no net 
gain from this floor would result. Here would be the intensive 
margin of retailing on this site. In a general way it may be said 
that the larger the city, the higher above the ground floor is the in- 
tensive margin of its urban sites. In small towns two- and three- 
story buildings predominate in the business section. In cities a 
little larger three- and four-story buildings predominate, and in 
very large cities retail stores eight or ten stories high are common, 
and many are higher. It apparently pays to build office buildings 
and hotels higher than stores, and stores higher than factory build- 
ings. 

Retail stores, with such exceptions as corner groceries and corner 
drugstores catering to local neighborhoods, must be near the center 
of business activity. Away from the crowd they fail. The extensive 
margin is not far removed from the very center of the shopping 
district. With factories it is otherwise. They need ready access to 
transportation facilities, and must not be too far removed from the 
homes of the employees. But they need not cater to the crowds, 
and will not ordinarily compete with retailers for choice sites in the 
heart of the shopping district. 

7. Urban sites for residential purposes. Ordinarily people will 
prefer to live in one part of a city rather than in some other part. 
They may prefer a particular location because it is near their place 
of business, because it commands an attractive view of the surround- 
ing country, because the neighborhood is aristocratic, or for some 
other reason. Whatever the reason of preference may be, the 
preference can be measured in terms of dollars. A rich man with a 
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strong preference for a particular location may be willing to pay 
$12,000 a year for the privilege of building his house on a certain lot. 
If competition for this lot is strong, he may not be able to get it for 
less. Capitalized at six per cent this rental value would give us a 
selling value of $200,000. A poor man with no decided preference 
might not be willing to pay much for any particular lot. Still, 
rather than walk more than a mile or two to work, or spend fifty 
cents a day for car fares for himself and family, he might pay as 
much as $15 a month for the privilege of building his house close in 
rather than build out in the edge of the city where lots are very 
cheap. But $15 a month is $180 a year, and this, capitalized at 
six per cent, is $3000. Thus the site value of a lot may be thousands 
of dollars even toa poorman. Naturally the larger the city and the 
richer its people, the keener becomes the competition for its choice 
residential lots and the higher becomes their rental and selling value. 
The small plots of ground on which houses in cities are built quite 
commonly cost half as much as the houses themselves. 

8. The argument for appropriation of economic rent by the govern- 
ment. It is held by many persons that economic rent represents 
unearned income. It is a net return to the owner of the land for 
which he himself is not responsible, but which has emerged as a 
natural result of the increase in population and the increase in the 
demand for the products produced through the use of the land. It is 
a return over and above wages for the labor employed on the land, 
and interest on capital equipment used on the land, and even over 
and above such reasonable profits as constitute a reward for risk- 
taking and superior business ability. No man has created the land. 
No one may therefore rightly appropriate for himself either its 
annual rent or the selling price that represents the capitalization of 
the rent. The people as a whole whose increase in numbers and 
whose increase in demand for the products of the land give the land 
its value are the rightful owners of the value thus created. 

The apparent injustice of private appropriation of economic rent 
may be illustrated by the following example. Assume that in a 
certain country demand for wheat is so great that 600,000,000 
bushels can be sold at $1.50 a bushel, and that the most expensive 
units of this supply cannot be produced at less than $1.50, and will 
not be produced for less. But the best land nearest the market 


210 ECONOMIC RENT 


cultivated up to the point of diminishing return would produce 
100,000,000 bushels at a cost of $.25 a bushel, and the average 
cost of producing the whole supply is only $1.00 a bushel — not 
including rent asa cost. But under ordinary market conditions the 
whole supply will sell for $1.50, and consumers will have to pay that 
price, although the cost of production is on the average only two 
thirds that sum. Out of the total of $900,000,000 that consumers 
pay for wheat, $600,000,000 represents payment for all the labor 
and all the capital employed in production and fair profits for the 
farmers, and $300,000,000 represents economic rent — a toll reaped 
by the owners of the land through their power of possession. 
Although our illustration is drawn from the wheat industry, it 
might be drawn from any other industry. Since some land is re- 
quired for the production of any commodity, and since economic 
rent emerges in all industries, one cannot buy any material object 
in any well-populated country without directly or indirectly contrib- 
uting to some land-owner’s income in the form of economic rent. 
Under private ownership and operation of industry, and under 
competitive conditions, all producers ordinarily tend to get the same 
price for like units of products, in the same market. It is not feasi- 
ble to compel the farmer with fertile land near the market to sell his 
wheat for $.25 a bushel while the farmer with poor land far from 
market gets $1.50. Neither is it feasible to compel all farmers to sell 
at the average cost of cultivation and marketing, since all those 
whose costs exceeded the average would then lose money and go out 
of business. It seems impossible to prevent the net gain from being 
seized by the producers most advantageously situated. But it is 
held by one school of economists, commonly referred to as the 
‘Single Taxers,”’ that the net gain should be taken from the land- 
owners by the Government, asa tax. The single taxers derive their 
name from their assertion that this tax would be sufficient to defray 
all public expenditures, and that all other taxes could be abandoned. 
It is doubtful whether or not the present enormous public expendi- 
tures could all be defrayed by this single tax on economic rent, but 
this does not affect the validity of the argument of the advocates of 
the appropriation of economic rent by the Government. The argu- 
ment as presented is plausible, sound, and attractive, and as such 
exceedingly exasperating to some economists who are violently 
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opposed to public appropriation of economic rent, and in their 
efforts to discredit it, they are often guilty of fallacious reasoning, 
petty quibbling, and even offensive personalities unworthy of a 
serious discussion. There are, however, a number of considerations 
which make the appropriation of economic rent by the Govern- 
ment in the thoroughgoing way advocated by the single taxers ap- 
pear both unjust and politically inexpedient, and to these consider- 
ations we will give our attention in the following sections of this 
chapter. 

9. Two methods of appropriating economic rent or confiscating 
land values, and objections to them. There are two possible 
methods for the Government to follow in securing economic rent. 
One method would consist in the Government’s confiscating the 
land itself, depriving the present owners of their titles, and there- 
after renting the land to the highest bidder, just as landowners to- 
day rent out land which they do not care to use themselves. The 
other method would consist in the Government’s levying an annual 
tax on the owners equal as nearly as may be to the economic rent. 
Against either of these methods serious objections may be raised. 

Assume that the Government is to confiscate the land itself, and 
thereafter rent it out to the highest bidder. It is not intended to 
seize the improvements, but only the land as presented to man — 
a gift of nature. The improvements have been made by man, and 
for them some individual has been responsible. Presumably the 
present owner has made them or has paid some one else for making 
them. They ought not even to be taxed, let alone be confiscated, 
according to the single tax argument. Hither the present owner 
must retain title to the improvements or the Government must pay 
a fair price for them. If the Government elects to buy them, it be- 
comes the owner of all real estate — land and buildings — in the 
country. This would be public ownership on such a broad scale as 
to be closely akin to socialism, and ought not to appeal to any one 
except socialists. If the Government did buy the improvements 
they would have to be appraised at their fair value, a tremendous 
undertaking, and practically an impossible one in some instances. 
How could one, for example, determine the value of the improve- 
ments as separate from the land of a farm long under cultivation, 
some parts with great labor cleared of stones or stumps, some parts 
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drained and tiled, some parts planted in orchards, some parts in- 
creased in fertility by careful tillage, and so on, but with no records 
available to show the costs of improvements, nor even of the extent 
of the improvements made? Even if the facts on which a fair ap- 
praisal might be made were available, the appraisal might still not 
be fair if made by dishonest or incompetent appraisers. A dis- 
heartening amount of inequality in appraisal would inevitably ap- 
pear. 

If the Government did not buy the improvements it would become 
joint owner with the former landowner of land and improvements 
and the problem would emerge of distinguishing the return on the 
one from the return on the other. This would be essentially the 
same sort of task as appraising the value of the improvements. 
Presumably a fair return on the improvements would be reckoned as 
a fair rate of interest on their cost. 

If the Government elected to levy an annual tax equal to the eco- 
nomic rent of the land instead of seizing title to the land, the pro- 
blem of appraising the value of the improvements would still be pre- 
sent. The economic rent is the return over and above costs of pro- 
duction of the no-profits producer, including a fair return, let us say 
the current rate of interest, on the value or costs of the improve- 
ments. Assuming that a given farm were owned by an exceptionally 
able farmer, the Government would have to single out, from the 
total value of the crop, that part which represented economic rent, 
taking just that amount, and not taking any part of the gross revenue 
from the farm that represented wages of labor, interest on capital 
invested in improvements or farm equipment, or profits to com- 
pensate the farmer for his risk-taking and superior business ability. 
It is not lightly to be presumed that the Government would have 
officials competent and honest enough to do this complicated and 
delicate task well. If, however, the difficulty of administration 
were the only argument that might be advanced against the single 
taxers’ scheme, the balance might incline in favor of their proposal. 
Appropriation of economic rent by the Government, however, in- 
volves not only great administrative difficulties, but rank injustice. 

Although single taxers are right when they say that no individual 
can rightly claim as his own the economic rent of a given piece of 
land on the ground that he made the land or is himself responsible 
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for its value, it does not follow that justice will be achieved by con- 
fiscation of land values. On the contrary, hardly any conceivable 
political policy could result in graver injustice than would be in- 
volved in general confiscation of existing land values. Consider the 
economic effect of applying rigorously the policy of appropriating all 
economic rent by the Government, on January 1 of a given year. 
All investments in land, over and above the value of improvements, 
would be wiped out regardless of which method was used, that of 
outright confiscation of title to the land or the levying of an annual 
tax equal to the economic rent. The value of land over and above 
the value of improvements upon it represents merely the capitalized 
value of the economic rent. If this rent is $10 an acre, and the cur- 
rent rate of interest is five per cent, the value of the land is $200. 
Tax the land $10 an acre a year, and the net rent is zero, and the 
capitalized value of zero is merely zero. 

Suppose that each of two men had earned $10,000, and one had in- 
vested his $10,000 in an unimproved but fertile piece of farm land, 
while the other had invested his in a store building on a lot leased 
from another. The first would lose his $10,000. The second would 
not be touched by the new tax, and would possibly even be benefited 
by being relieved of taxes on his building. Here is inequality as be- 
tween one property owner and another, both of whom acquired 
possession of property by saving part of their wages or salary. 

Again, one man might have bought a city lot for a few hundred 
dollars, have held it for five years, and sold it, after a period of rapid 
growth in population, for $100,000, investing his gains in govern- 
ment bonds. The man who bought it for $100,000 might be a pro- 
fessional man just retiring from active practice and investing his life 
savings in an apparently safe income-yielding piece of land. Then 
the rent is appropriated. The holder of the land loses his life sav- 
ings, and the man who benefited from the increase in land values has 
his unearned gains “‘salted down” in government bonds. Instead 
of confiscating the unearned increment in land values in this case 
the Government would have confiscated one man’s life savings. 

A third case. A New England mechanic who could have earned 
good wages in Boston migrated to Kansas, taking up a homestead. 
For years the value of his crops was far less than his wages might 
have been back East. Including in costs fair wages for his labor he 
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produced wheat and corn and sold it at a price below cost of pro- 
duction. He did this because with the growth of the country he 
expected his land to increase in value, and thus eventually to 
offset his losses from grain-growing by its increment. When he 
died he left his son a farm worth, over and above the value of im- 
provements on it, $16,000. His fellow mechanic stayed in Boston, 
earned fair wages, bought a house and saved in addition $16,000, 
invested his savings in government bonds, and died leaving the 
house and bonds to his son. The Government confiscated land 
values. The Kansas farmer’s son retained his house, but lost his 
land. The Boston mechanic’s son lost the value of the lot on which 
his house stood, but retained the house and the $16,000 in bonds. 

Cases of the three kinds here mentioned would not be uncommon. 
Other similar examples might be cited. The reader may think some 
out for himself from his own experience. A social policy that would 
bring such results on a broad scale would represent a policy of grave 
injustice. Single taxers would doubtless admit that their policy 
would involve such injustice, but they would hold that the injustice 
would affect only the present generation, and that the long-run re- 
sults would justify their policy. It does not so appear to the writer. 

to. Appropriating the future increase in rent. The injustice 
involved in confiscating present land values is so glaring that it is 
altogether unlikely that the single tax program will ever be put into 
practice. But many persons who on the grounds of justice would 
oppose appropriation by the public of existing rent or land values 
hold that the appropriation of future increases in rent or land values 
would not involve injustice. It would appear that the increase in 
land values that is still to come has been neither created nor paid 
for by the existing landowners, and to reserve it for the public would 
deprive no one of anything to which he is justly entitled. Appro- 
priation of economic rent in this form had gained such strong sup- 
port before the Great War that it had left the domain of mere 
academic discussion and entered the realms of practical politics, 
notably in Great Britain and Germany, and it is likely to engage the 
attention of economists and statesmen persistently in the future. 
The subject therefore deserves careful consideration. 

Against the appropriation of the future increase in rent or land 
values, just as against appropriation of existing rent or land values, 
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various weighty objections may be raised involving both questions 
of justice and difficulties of administration. In seizing the future in- 
crease the Government may theoretically proceed in either one of 
two ways: it may levy a tax on the owner equal to the increase in the 
value of his land whenever such an increase in value appears, or it 
may levy an annual tax equal to the difference between the eco- 
nomic rent in each tax year and the economic rent of the same 
piece of land in the base year, or the year in which the law of ap- 
propriation goes into effect. 

Suppose that it is proposed to take for the public the increase in sell- 
ing price whenever it appears that there has been such an increase. 
Such an increase in the price of a given piece of land becomes ob- 
vious when it is sold by a given holder for more than he paid for it. 
This might seem then an opportune time to levy the tax. If, for 
instance, Smith had bought an urban site for $100,000, and had ten 
years later sold it to Brown for $200,000, we might assume that the 
unearned increment was $100,000, and seize this sum for the benefit 
of the public. But at once obvious difficulties appear. First it 
must be determined whether or not there has been an actual in- 
crease in the price of the land itself. Land is ordinarily sold with 
improvements. If there are improvements on the land when it is 
sold, we must first disentangle the increase in the value of the im- 
provements from the increase in the value of the land. On urban 
sites this may be more readily done than on agricultural land, since 
in the former case the improvements will usually consist mainly or 
wholly of buildings whose appraisal by competent contractors or 
engineers is not an extremely difficult matter. 

If it is determined that the $100,000 represents purely an increase 
in the price of the land itself, this sum would become due the Govern- 
ment when the sale was made. Note the probable effect on sales. 
Smith owns a piece of land that is worth $200,000, presumably be- 
cause it yields an economic rent which, capitalized at the current 
rate of interest, will equal that sum — let us say $10,000 a year. If 
he sells he must give half of the selling price to the Government, and 
be content with the $100,000 he paid for the land — assuming that 
he bought the land after the law of appropriation went into effect. 
This sum invested elsewhere with an equal degree of safety or risk 
will yield him only half as large an income as the land he is selling. 
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We may safely conclude that with such a law in effect land sales 
would dwindle. No one would sell any land that had increased in 
value since he acquired it, except under the spur of necessity. 

If the Government proposes to seize the increase in the selling price 
it will not do to wait for land sales. . All land must be appraised at 
regular intervals in order to uncover increase in value, and this in- 
crease must then be collected regularly as a tax. But even then 
further obvious difficulties appear. 

Suppose that a man bought an urban site for $100,000 and erected 
thereon a $100,000 building, borrowing the money to put up the 
building on a mortgage equal to fifty per cent of the total value of 
land and buildings, and that his property, through increase in land 
values, became worth $300,000. He would be compelled to pay a 
special $100,000 tax for his unearned increment, possibly being com- 
pelled to borrow that sum. But he could float a second mortgage 
increasing his total indebtedness on his property to $200,000, or two 
thirds of its value, only at a comparatively high rate of interest. 
Conceivably his economic rent might have increased $5000 a year, 
and have been capitalized at five per cent to give his property its 
increase in price of $100,000. Possibly the interest on his loan to 
pay his tax might be eight per cent and amount to $8000 a year. 

Suppose that after the unearned increment law went into effect 
inflation of the currency occurred, resulting in a general doubling of 
prices. Under such circumstances the price of land tends to double 
along with other prices, as has been explained in Chapter XI in 
connection with our discussion of the value of agriculturalland. If in 
such a period of rising prices the rent of land and the selling price of 
land increased merely in proportion to the general increase in prices, 
the increase would not represent a true unearned increment in value. 
Suppose, for instance, that a man had paid $100,000 for a piece of 
land yielding a rent of $5000 a year, and when prices in general 
doubled, had found himself with an economic rent of $10,000 a year, 
and suppose that as a consequence of the increase in rent the price 
of his land had risen from $100,000 to $200,000. With prices twice 
as high as before, his $10,000 income in rent would permit him to 
live no better than $5000 would before. If he sold his land the 
$200,000 would buy no more than $100,000 would have bought be- 
fore prices doubled. He would really have got no more purchas- 
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ing power for his land than he paid for it. Although he received 
twice as many dollars, each dollar would have been worth only half 
as much as each of the dollars he paid for it. If the Government now 
levied a tax of $100,000 upon his land because it had risen in selling 
value from $100,000 to $200,000, it would in reality take not an un- 
earned increment, but half of the man’s past savings. It might just 
as legitimately levy a tax on any other kind of property that had 
risen in price. 

Land may also increase in price from a fall in the current rate of 
interest. Ifa piece of land yielded economic rent of $5000 a year, it 
would have a selling value of $100,000 if capitalized at five per cent, 
but a selling value of $125,000 if capitalized at four per cent. Thus 
a fall in the rate of interest might subject the owner of this piece of 
land to a tax of $25,000, while his rent from the land remained the 
same. 

A particularly strong objection to taxing away the increase in 
land values in a lump sum is found in the fact that often the price 
of land falls. The price of land may fall because the general level 
of commodity prices falls, because the rate of interest rises, or be- 
cause the real economic rent of the land in question falls. Suppose 
that a man buys an urban site for $100,000 because it yields a rent 
of $5000, when interest is five per cent, and that the economic rent 
increases to $10,000, the general level of commodity prices and the 
interest rate remaining the same. His land increases in value to 
$200,000. There has been a real unearned increment of $100,000. 
Suppose now commodity prices double and the rent rises to $20,000, 
and the selling price to $400,000. This increase does not represent 
a real unearned increment. Suppose further that the interest rate 
then drops to four per cent and that the $20,000 rent is fairly cap- 
italized at $500,000. If the government seized the total increase in 
value, the total tax would be $400,000, and if the owner had bor- 
rowed this amount to pay his taxes he would have only a twenty 
per cent equity in his land, owing $400,000 on a $500,000 piece 
of land. If now the interest rate rose again to five per cent, his 
equity would be wiped out. If prices dropped to the former level, 
his land would drop in value to $200,000, and would sell for only 
half enough to pay his debt incurred to pay his “unearned incre- 
ment”! Naturally the man would have lost possession long before 
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the price of his land fell to $200,000, unless he had resources other 
than his land. If he retained it, possibly a shift in the population of 
his city might take place, his land be left out of the line of growth, 
and his rents decline, until the value of his land fell back once more 
to $100,000. This example illustrates some of the difficulties and 
absurdities involved in such a program of taxation. 

Some of the difficulties here suggested might be removed or 
minimized if the government officials carefully distinguished in- 
creases in the price of land resulting from an actual increase in real 
economic rent, from the increases resulting merely from changes in 
the general level of prices and the interest rate. This would be 
difficult to do, but not impossible. 

If it is proposed to appropriate for the public future increases in 
land values, it would be much better, for various reasons, to impose 
a tax on the increase in rental values, rather than one on the increase 
in selling values. A careful appraisal might be made of the eco- 
nomic rent of all pieces of land, and thereafter an annual tax levied 
just equal to the estimated increase in rent. Under this system no 
landowner would be absolutely dispossessed through fluctuations in 
the price level or the interest rate, although the real income of land- 
owners might be cut in half by this tax if prices doubled and their 
rents also doubled. In this case the increase in rent might be taken 
as a tax, leaving the landowner with the same money income as 
before, and with only half his former purehasing power. To make 
this tax just, the government ought to make allowance for changes 
in the price level. - If, for example, the rent of a given piece of land 
was $1000 when the law went into effect, and then increased to 
$3000, while commodity prices and wages doubled, the landowner 
should be permitted to retain $2000, and pay as an unearned in- 
crement tax only $1000. This would leave him no better and no 
worse off than before the rise in prices. 

Levying the tax upon the increase in rental value rather than 
upon the increase in selling value would have the advantage of pro- 
viding the Government with a more steady source of revenue which, 
although it might decline during a period of falling prices, would not 
dry up altogether. 

11. Further objections to public appropriation of future increase in 
rental values. Of the various methods of appropriating for the 
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public the unearned increment in land values it appears from the 
foregoing discussion that the least objectionable is that of taxing 
away from the owner annually the increase in economic rent after 
making due allowance for changes in the general level of prices. 
Against this procedure certain objections may be raised not yet 
presented in our discussion. In respect to agricultural land such a 
tax might have unfavorable effects arising from the practical dif- 
ficulties of distinguishing economic rent from wages, interest, and 
profits. Two farms practically alike might both be yielding an 
economic rent of $5 an acre when the future increment tax was put 
into effect. Any increase in rent would thereafter be taken as a 
special tax by the government. Assuming the same degree of care 
and skill in cultivation, the economic rent would be expected to in- 
crease on both farms at about the same rate — economic rent being, 
as already explained, the difference between costs of production of 
the no-profits farmer and the value of his crop. But one of these 
farms might be farmed with care — erosion being prevented by 
proper rotation of crops, prompt filling of ditches, and so on, fer- 
tility maintained by crop rotation and application of fertilizers, soil 
kept in good condition by plowing at the right time and to the right 
depth, and so on. On the other farm an entirely different policy 
might be pursued, so that the productivity of the land rapidly de- 
clined. Obviously the costs of cultivation on the first farm would 
be higher and for the time being the value of the crops little greater 
than on the second farm. After several years the first farm would 
be much more productive than the second, and the net product over 
and above costs of production would appear to be much greater — 
on the one an unearned increment in rent might seem to have ap- 
peared, of let us say $2 an acre, and be taken by the Government. 
On the other no increase would seem to have materialized and no 
tax would be assessed. But during the period while the one farm 
was being improved in fertility and the other being run down, the 
first farmer might have been just making expenses, while the second 
might have been making several dollars an acre more than expenses, 
not counting as a cost the depreciation in his land. Now, unless the 
government officials were prepared to keep accurate accounts of the 
costs of both these farmers, the good farmer would lose by being a 
good farmer, and the poor farmer would gain by his destructive 
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methods, provided, of course, that he did not carry his policy so far 
as to cause eventually an actual reduction in his rent below the 
original $5 an acre. In short, the attempt to tax away future in- 
crease in economic rent on agricultural land would tend to dis- 
courage the careful tillage that would bring this increase into ex- 
istence. It would pay farmers, unless their accounts were carefully 
audited by expert government accountants, to cut their costs of 
cultivation below the level required for maintaining the land in good 
condition, and thus surreptitiously, as it were, increase their net 
gains, for the time being, and avoid the payment of an unearned in- 
crement tax later on. 

No corresponding objection holds for urban sites, but here an ob- 
jection of a different type may be noted. Often there is a con- 
siderable degree of risk involved in sinking capital in improvements 
on urban sites, as in laying off suburban additions, or in building 
hotels or apartment houses on certain locations. Ordinarily the 
man who makes the improvements first buys the land. If his ven- 
ture is successful, he gains from the consequent rise in his land 
values, and the community gains from his enterprise and initiative 
in making desirable improvements. If he miscalculates, he loses. 
If now we take his gains by an unearned increment tax when he 
profits, and do not compensate him when he loses — and no one 
proposes to offer such compensation — we offer him the pleasant 
prospect of a chance to lose, but no chance to gain. In such cases 
we should in reality be confiscating profits, rather than unearned in- 
crement. Of course the reasoning here presented does not apply to 
all ventures in improving urban sites, but it is worthy of considera- 
tion as one of the several objections to the appropriation of the 
future increment in rent. 

12. Economic rent and inequality of wealth and income. Funda- 
mentally the movement to appropriate economic rent for the benefit 
of the public is based upon the assumption that economic rent is 
a prime cause of inequality of wealth and income. Those who own 
the land find themselves growing richer and richer and with grad- 
ually rising incomes, while those who do not own land are being 
crushed under the burden of gradually rising rents or gradually 
rising prices of commodities produced under conditions of increasing 
cost. The single tax propagandist pictures the city wage-earner as 
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paying in rent for his house or apartment not merely a monthly sum 
that would represent a fair return on the investment in the building, 
but a large additional sum to represent the economic rent of the lot 
on which the building is constructed. Out of the $50 rent he pays 
for his house, perhaps $20 or more represents economic rent of the 
land. Then, the single taxer would say, the bread he buys is paid 
for at a rate that pays for the wheat produced under the most dis- 
advantageous conditions, ground into flour by a miller paying 
economic rent for his site, baked into bread by a baker paying high 
rent for his bakery site, and sold by a grocer also paying high rent 
for his store site, and so on ad infinitum with other commodities the 
’ poor consumer buys. Furthermore, with our present system of 
taxation taxes enter into cost of production all along the line, and 
increase the cost of growing the wheat, milling the flour, baking the 
bread, and conducting the grocery store. On top of all this the poor 
consumer must pay taxes on his personal property and taxes on his 
income if it rises high enough to be taxed. The single taxers hold 
that by appropriating economic rent they would prevent the land- 
owners from growing richer and richer, and at the same time, by re- 
mission of taxes on other things than land, would reduce the cost of 
production and thus the cost of living and free the people from the 
burden of taxation in general. 

Undoubtedly economic rent is one of the great sources of in- 
equality. Undoubtedly, too, if it were appropriated by the Govern- 
ment, the various taxes now paid might be greatly reduced. But it 
is easy to lay too much stress upon these facts. Although large 
fortunes have been realized by great landholders, particularly own- 
ers of urban sites, such as those of the Astors in New York, land- 
ownership in the United States is widely diffused. If there are 
hundreds or thousands who have gained millions of dollars from in- 
crease in land values, there are also millions who have gained hun- 
dreds or thousands of dollars from their smaller holdings. There are 
about six million farms in the United States, whose increase in 
values benefits their six million owners. There are millions of 
owners of city lots, and millions of shareholders in landowning cor- 
porations all sharing in the gains from rising rentals and land 
values. And there are other millions of persons who could, if they 
cared to, become owners of land and share in the future increase 
in values and rentals. 
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Aside from this direct diffusion of rising rental values among the 
people there is a great deal of indirect diffusion. We have already 
noted that farm products are often produced and sold for less than 
costs of production because the farmers consider the rising price of 
land as part of their reward. Similarly competition among apart- 
ment house builders becomes more keen than it would otherwise be 
through their desire to buy and hold land for the increase in eco- 
nomic rent. Thus return on the capital invested in the building 
tends to be somewhat cut down, and indirectly the tenant benefits 
from the expected rise in the site value of the lot. Similar economic 
effects of anticipated rise in land values may be noted in various 
other economic enterprises. 

It must be noted, too, that in the form of special assessments in- 
crease in land values is already extensively tapped as a source of 
public revenue. Special assessments are payments made to the 
government by landowners when public improvements, such as 
paved streets or roads, obviously increase the value of their pro- 
perty. These payments are in addition to the ordinary property 
taxes, and cover most of the costs of making the improvements. 
The landowner ordinarily receives a benefit greater than the cost of 
the improvements, and the public benefits from having the use of 
the paved streets, roads, or the like, or other improvements. To the 
extent that special assessments are levied against landowners to 
pay for improvements that increase the value of their land, the 
resultant increase in land values does not represent an unearned 
increment nor promote inequality. 

Writers who, like Henry George in his book called Progress and 
Poverty, find in economic rent the explanation of poverty, vastly 
exaggerate the proportion of the total income that falls into the 
hands of landowners in the form of economic rent. In the United 
States and other advanced industrial countries income in the form 
of interest on capital and rent on land constitutes less rather than 
more than one third of the total national income. It is improbable 
that as much as one half of the total income from ownership of 
property represents economic rent. In other words, less than one 
sixth of the total income represents economic rent. Not all of this 
goes to swell the income of the rich, since much of it falls into the 
hands of the moderately well-to-do and comparatively poor people 
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— the millions of farmers, small home-owners, small-scale business 
men, and small stockholders in corporations. The distribution of 
economic rent equally among all the people would still leave the 
masses poor. The sum would be too small to make every one well- 
to-do. It would furthermore not abolish inequality, because other 
causes of inequality would still exist, such as interest on capital, 
profits resulting from assumption of risk and business ability, high 
salaries for men of unusual ability, and so on. 

13. Some special arguments favoring public appropriation of eco- 
nomic rent. In addition to the general argument in favor of ap- 
propriating economic rent by the Government, some special argu- 
ments may be noted. If the Government adopted the policy of ap- 
propriating all future increase in the rent of land, speculation in 
land would be greatly reduced. It would not be abolished entirely 
unless the Government proceeded to tax away all increase in money 
rents whether resulting from inflation of the currency or from real 
increases in net return on the land. If when prices in general rose 
fifty per cent the Government permitted an equal increase in money 
rent, prices of land might still fluctuate violently and become the 
means of wild speculation, just as wheat, corn, and cotton are now 
the instruments of speculation on the commodity markets. But 
that species of speculation, brought into existence by the more or 
less persistent rise in real economic rent which accompanies growth 
in population and production, would be uprooted because that per- 
sistent increase in rent would no longer remain the basis of rising 
land values. In this way an enormous amount of labor, capital, 
business management, and land more or less wastefully employed 
might be put to more productive uses. Evidence of such waste can 
be seen in almost any American town or city in the numerous 
‘“‘additions”’ laid off in lots, advertised with extravagant promises 
of enhancement in price, and often improved with costly sewers, 
pavements, and sidewalks years before there is a real need for them. 
The sporadic land booms that rage from time to time in various 
parts of the United States represent wasted wealth and energy 
running into hundreds of millions of dollars, and reckless land 
speculation has more than once precipitated financial panics or 
industrial depressions. 

If the Government appropriated existing economic rent and pro- 
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posed to take in addition all future increase in rent, real estate 
would be worth only what the improvements are worth. The ob- 
jections to such confiscation of values have already been noted. 
Some compensating advantages may be pointed out. The invest- 
ment required to become the owner of a farm or an urban site would 
be greatly reduced. To become the owner of an Iowa corn and hog 
farm of 160 acres may under present conditions involve an invest- 
ment of $40,000, of which $32,000 may represent the value of the 
land itself, and the other $8000 the value of the improvements. For 
a poor man ownership is impossible under these circumstances. 
Unless he is to mortgage his property for more than fifty per cent of 
its value, which would be unwise, and perhaps ruinous if not im- 
possible, he must have $20,000 over and above the amount required 
for working capital during the year. If public appropriation of 
economic rent wiped out the value of the land, this farm could be 
bought for $8000, the value of the improvements. On less well- 
improved farms the total investment would be smaller, possibly not 
more than $2000 or $3000, so that farm ownership would become a 
possibility for many hired hands or tenants who as things are can 
never hope to own their own farms. 

Similarly, the “own your own home” movement in cities might 
make more progress if the economic rent of city lots were taxed 
away by the city, removing the necessity of the poor man paying 
out half as much perhaps for his lot as it costs to build the house. 
Many a man who could afford to build a house for $7000, finds the 
burden excessive if he must first pay $3000 or $4000 for the lot. It 
would be much easier for him to pay the annual tax of $150 or $200 
than to pay out in a lump sum the capitalized value of the rent which 
is the selling price of the lot. 

Likewise the business man may find an undue proportion of his 
capital tied up in “‘fixed assets” if he buys the lot on which to build 
his store or factory at a fancy price representing its capitalized 
rental value. For instance, a retailer might possess $50,000, or just 
enough to erect for his own use the kind of building he desires. If 
he owned the building he might arrange for loans from his bank or 
for credit from wholesalers or manufacturers on a scale large enough 
to carry his business. If, however, he must pay out $25,000 for the 
lot on which to build, he may become so deeply involved in debt as 
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to destroy his credit and to hamper his business operations. The 
alternative is to rent from others a building less well-adapted to his 
business than one he might plan for himself. 

If the farmer, business man, or home-owner had no investment in 
land, but only in improvements, he would be free from the danger of 
ruin that often besets the owner of high-priced farm land or urban 
sites, when the price of land for any reason declines sharply. The 
agricultural depression of 1920-26 was the result of investment in 
high-priced land capitalized at the rental values of the war period 
as much as it was the result of subsequent abnormally low prices of 
farm products. Most of the hundreds of thousands of farmers who 
were ruined during this period were ruined by the mortgages on their 
high-priced land rather than by merely a fall in the price of their 
products. Had their investment been confined to investment in 
improvements and their indebtedness correspondingly reduced, 
they might have suffered diminution in income when prices of com- 
modities fell, but comparatively few would have been thrown into 
bankruptcy. 

If the Government did not confiscate existing land values or rent, 
but appropriated all future increase in economic rent, certain ad- 
vantages would emerge. Farmers, for example, would then not pay 
for land a price representing an anticipated increase in rent, but only 
a price representing its present rent. Although being compelled to 
forego the chance of an unearned increment, they would gain by 
being compelled to pay less for the privilege of ownership, and the 
net return on their investment would be greater. Naturally farmers 
who already owned land when such a tax measure was put into ef- 
fect would find the value of their land reduced thereby to the extent 
that existing prices represented the capitalization not merely of pre- 
sent rent, but of anticipated future increase in rent. In short, future 
owners would gain. Present owners would lose. 

14. Stabilizing the price of land. After the policy of taxing away 
future increases in rent had been operating for a considerable num- 
ber of years, and economic rent had actually increased, fluctuations 
in the price of land would tend to cease except as a result of changes 
in the general level of prices or the rate of interest. To illustrate: 
On a certain farm the economic rent might be $10 an acre, of which 
$4 represented the increase in rent after the future-increment tax 
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went into effect. The owner would then be entitled to $6 an acre, 
the Government to $4. Any increase or decrease in rent would be 
absorbed by the Government, unless the rent fell below $6. The 
landowner would get neither more nor less than $6 rent, unless the 
total rent fell to less than $6. Any decrease from the figure of $10 
an acre down to $6 would simply reduce the share the Government 
would get as a tax. An acre of such land would occupy an invest- 
ment position similar to that of a share of preferred stock in a cor- 
poration, entitled to dividends of $6 a year, and no more. If the 
corporation earns $10 on its preferred stock, the dividend of $6 is 
fairly secure. If the earnings fall to $6, the dividend will still be 
paid, but there will be danger of the earnings falling below $6 and of 
the dividend being reduced. As the earnings over and above divi- 
dend requirements rise, the preferred stock tends to become a safer 
investment and the market price tends to increase, as the dividend 
is capitalized at a lower rate of interest, in recognition of the rising 
degree of safety. Similarly, the price of land would tend to rise as 
the rent increased even though the increase in rent were taken by 
the Government, because up to a certain point every increase in rent 
would make the landowner’s share of $6 appear more and more 
secure. Once the excess above $6 rose as high as $4 or $5, the $6 in- 
come would be reasonably secure, and would tend to be capitalized 
at the low rate of interest that indicates the fairly safe investment. 
No further increase in rent would cause:any considerable increase 
in price of this land, and only a considerable decrease in rent would 
cause much of a decrease in price. If the total rent rose to more 
than twice the landowner’s share, the price of the land would be- 
come as stable as safe bonds, fluctuating only with changes in the 
general rate of interest. 

Such stabilization of the price of land would tend to promote ag- 
ricultural efficiency, since it would leave farmers free to devote their 
minds to production instead of diverting part of their mental energy 
to the consideration of the allurements and dangers of gains and 
losses through changes in the price of land. 

If, however, the Government adopted the policy of leaving to the 
landowner, not a fixed money rent, but a fixed amount of purchasing 
power, money rents would change with changes in the general level 
of prices, and changes in the price of land would follow changes in 
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the money rents, so that speculative gains and losses in land would 
continue as long as the general level of prices fluctuated. In our dis- 
cussion in an earlier section of this chapter it was pointed out that if 
the Government is to take only the future increase in real economic 
rent, it must let money rents increase as the general level of prices 
rises, otherwise the real income in terms of purchasing power of the 
landowners would be cut down if for any reason money depreciated 
in value. To keep money rents down while prices and wages in 
general rise is to take away part of the existing rental value, not 
merely the future increase. It would be more equitable, therefore, 
to let money rents of landowners fluctuate with prices in general. 
But if the object is to reduce speculation in land, it would be better 
to maintain money rents at a fixed level. Persons who bought land 
after such a tax system went into effect would be in a position similar 
to that of investors in preferred stocks or bonds. They would buy 
the right to a fixed money income, which would not be increased in 
amount, but which might possibly fail to be paid if economic rent 
dropped below the amount to which the owners were entitled. 

15. Conclusion. In the foregoing discussion strong arguments 
both in favor of and against appropriation of the unearned incre- 
ment by the government have been presented. It may seem to the 
reader that no clear conclusion can be reached from an impartial 
survey of the arguments on both sides. In favor of public appro- 
priation we have the arguments that economic rent represents an 
unearned income, and that public appropriation of this unearned 
income would reduce inequality and mitigate poverty, reduce or 
abolish speculation in land with its attendant waste, encourage 
ownership of farms by the actual cultivators of the soil rather than 
by wealthy absentee landlords, and make it easier for the urban 
dweller to own his own home. Against public appropriation of 
economic rent we have weighty objections based upon the difficulty 
of distinguishing land from capital and rent from interest, wages, 
and profits, the manifest injustice of confiscating existing land 
values, and the probability of further injustice when through 
difficulties of administration, the wages, interest, or profits of many 
persons would be confiscated in the guise of economic rent. The 
single taxers would admit some injustice to be involved in con- 
fiscation of land values, and would recognize some of the difficulties 
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of administration, but the good to be achieved in the long run they 
would hold to more than offset the present evil of confiscation, and 
the difficulties of administration they would hold to be not insu- 
perable. If, as is sometimes asserted, most of the economic ills of 
the country in general and the evils of inequality and poverty in 
particular could be justly laid against private appropriation of 
economic rent, and if public appropriation would abolish these evils 
in particular and cure the ills in general, the writer would be in favor 
of confiscation. But as a matter of fact the evils of private appro- 
priation are not so great, nor the benefits of public appropriation 
so considerable as the single taxers often assert. As a practical 
program the single-tax program would offer us an opportunity to 
exchange one set of evils for another, and possibly a greater set. 

It does not follow that there is not a grain of truth in the single 
taxers’ lot of chaff. The arguments against appropriation of eco- 
nomic rent are strongest when it is proposed to confiscate all exist- 
ing land values, or to make an attempt to seize all the future in- 
crease in land values or rent. They are not particularly strong 
against appropriating some part of the future increase. Some part, 
whether a fifth, a fourth, or even a third, of future increase in rent 
might be taken by the Government without much danger of confis- 
cating either any considerable part of existing values, or any sub- 
stantial part of any one’s wages, interest, or profits. And in favor of 
such partial appropriation of future increase in value all the argu- 
ments of the single taxers would apply as fully as to complete ap- 
propriation. For the future, then, governments might well apply 
the principle of special taxation of increases in land values. If such 
taxes were to be put into effect in a moderate way and consistently 
applied, the results would probably be beneficial to the public and 
even to the landowners themselves. 


EXERCISES 


1. Explain why rent arises and what determines its amount in each of the fol- 
lowing cases: 
(a) coal mining; 
(b) urban sites used for retailing; 
(c) urban sites used for residences. 
2. Explain why it is that higher buildings are constructed in large cities than 
in small cities. From your own observations, about how large does a city 
have to be to make a three-story building pay when it is used as a hotel or 
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apartment house? When it is used as a retail store building? How large 
does a city have to be to make a six-story building pay for these purposes? 
A ten-story building? A twenty-story building? 

3. Inquire from a well-informed business man in your city what the present 
prices of choice lots on the main street are; what these same lots sold for five 
years ago; ten years ago; twenty years ago; fifty years ago. These prices 
are not to include the value of the buildings on the lots. 

4, Ask a leading business man in your city whether it is the better policy for a 
young man with limited capital to buy a store site and building or to rent a 
storeroom when first going into business. 

5. Ask a leading business man long established in your city which business 
men have prospered most, those who have invested in real estate or those 
who have continued to rent their premises. 

6. Would a tax on agricultural land approximately equal to its economic rent 
encourage or discourage young farmers in buying farms rather than rent- 
ing ? Would it tend to make for better farming or worse farming? Give 
arguments pro and con. 

7. Would an annual tax on retail store sites equal to their rental value work to 
the advantage or disadvantage of young merchants just going into busi- 
ness? Why? 

8. Would an annual tax on residential lots equal to their rental value en- 
courage young people to own their homes? Why or why not? 

9. Do you believe that public appropriation of economic rent would be a good 
thing? Why or why not? If the single taxers’ program should be adopted, 
what method of application would probably give the best results? Why? 


REFERENCES 


I 

Bullock, C. J. Selected Readings in Economics (1907 edition), chapter 18, sec- 
tion 5. 

Carver, T. N. Essays in Social Justice, chapter 11. 

Fairchild, Furniss, and Buck. Elementary Economics, chapter 35. 

Hunter, M. H. Outlines of Public Finance, chapter 16. 

Marshall, Wright, and Field. Materials for the Study of Elementary Economics, 
sections 180-85. 

Taussig, F. W. Principles of Economics (1921 edition), chapters 438-44. 


II 

Ely, R. T. Outlines of Land Economics. 

George, H. Progress and Poverty. 

Hurd, R. M. The Principles of City Land Values. 
Young, A. N. Single Tax Movement in the United States. 


CHAPTER XIII 


COST OF PRODUCTION IN MANUFACTURING: 
DECREASING COST 


1. Brief statement of the principle of increasing cost. In Chapters 
IX, X, and XI were discussed conditions of cost in agriculture as 
affected by an increasing demand for agricultural products and the 
consequent expansion in the total output of the industry. It was 
shown that after a certain point is reached in the expansion of out- 
put, further additions to the total supply can be made only at in- 
creasing cost per unit, and this was illustrated by the example of 
wheat-growing. ‘To grow the extra bushels resort must be had either 
to more intensive cultivation of the best land nearest the market or 
to land less fertile or farther from market. In whatever way the 
output is increased, the costs of cultivation and marketing increase 
per unit of product. It was further pointed out that under condi- 
tions of private ownership of land, the more favored land — that on 
which costs of cultivation and marketing are less per unit than the 
costs of cultivation and marketing of the most expensive units 
produced — commands a yearly rent and a price. The rent or 
the price tends to be such on any piece of land as will equalize the 
cost of production and marketing on all land in cultivation, if the 
rent or the price is considered as a cost item, as it must be by the 
individual producer, regardless of the fact that the land itself cost 
nothing to produce, but is a gift of nature. Only if some producers 
are more able, or if they have bought the land belowits present value, 
and consider what they paid for it rather than what they could get 
for it the cost, do some producers produce more cheaply than others. 
This leaves out of account the producer who unwisely tries for a 
while to produce on land so poor that his costs of cultivation exceed 
the market price. Such producers soon drop out. It will be under- 
stood, therefore, that by “increasing cost in agriculture” we do not 
imply that some producers have very low costs and others very high, 
but that as total output is increased the extra units by whomever 
produced are produced at an increasing cost. Rent and the price of 
land iron out differences in costs of the various producers, if these 
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differences are the result of differences in the land used and not the 
result of differences in business ability. 

2. Principle of increasing cost applies to all extractive industries. 
This principle of increasing cost is not peculiar to agriculture, but 
applies to other extractive industries, such as forestry and mining, 
which require the use of much land and relatively little labor and 
man-made goods, or capital. Furthermore, and contrary to im- 
pressions that might be created in the mind of the reader by many 
textbooks in economies, it applies in a modified way to all other 
industries, including manufacturing industries. In mining as in 
agriculture, operations are begun under conditions that involve the 
least trouble or the lowest costs of production. The best deposits of 
coal or iron ore nearest the market are first utilized, if they are 
known. As demand increases and expansion of output takes place, 
poorer deposits farther from market are utilized at increasing costs, 
and the better sources of supply soon command a price, in some 
cases a very high one. The producer who enters the field at the 
present time has the choice of paying a high price for a good source 
of supply and low operating costs, or of paying.a low price — per- 
haps a negligible price — for a poor source of supply and high oper- 
ating costs. In all such cases, as in agriculture, the market price 
tends to cover and to be the result of the high operating costs on the 
poorest land used, and the high price of the good sources of supply 
represents the difference between the operating costs and the value 
of the product. In one respect mining differs from agriculture and 
forestry —the best sources of supply are often hidden, are dis- 
covered more or less by accident, and do not come into use until 
after worse sources of supply have been widely utilized. But even 
in agriculture the best land is not always recognized by the early 
settlers. Early settlers in Missouri and Iowa are said to have pre- 
ferred the wooded land along the streams to the open prairie land, 
although the latter was more fertile, more easily cultivated , and 
easier to maintain in good condition because less hilly and less sub- 
ject to erosion. They may have been influenced solely by the con- 
venient supply of water and wood of the river lands, but it is asserted 
by old-timers that the prairie land was believed to be worthless, not 
having fertility enough, it was thought, to grow trees. 

3. It applies to all other industries to the extent that they require 
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land for their operations. In manufacturing, as in any other indus- 
try, some land is used by producers. All require at least factory 
sites. The manufacturer, of course, is not interested in the nature 
of the soil of his factory site beyond the fact that it must be solid 
enough to support his buildings. But some sites are more con- 
veniently located than others in respect to market, supply of labor 
and materials, transportation facilities, etc. Convenience in loca- 
tion reduces operating costs. To the extent that manufacturers can 
foresee future developments the best sites are utilized first. Later 
comers must use less desirable sites giving rise to higher operating 
costs. As expansion proceeds, less and less desirable sites perhaps 
must be used, or more intensive use must be made of the more desir- 
able sites by means of higher buildings set closer together. The more 
favored sites rise in rental value and price, the rent or the price vary- 
ing with the degree of desirability and tending to equalize the costs of 
all producers except as the costs are affected by differences in ability. 
In merchandising similar conditions prevail, and merchants and 
manufacturers frequently come into competition for the same sites. 
The rents or prices of any group of sites of equal desirability are 
determined by the principle of marginal vendibility of producers’ 
goods. Any particular site unique in character will fall into the 
hands of the producer able and willing to pay the highest price for 
it, and the price, or the rent he pays, will be just a little more than 
the next most eager and able buyer is able and willing to pay. It 
would seem, then, that the law of increasing costs works itself out in 
manufacturing just asin agriculture. But we must note certain im- 
portant differences in conditions. 

4. Tendency to increasing costs not strong in manufacturing. 
With certain exceptions, no manufacturing plant need be located on 
a site much worse than that of any other manufacturing plant. Not 
much land is needed for all the manufacturing plants in the country. 
About 100,000 square miles of land is necessary to produce our 
wheat crop. But all the automobiles produced could be manu- 
factured on a comparatively few square miles. The manufacturer 
can choose his location. All automobile producers, if they saw fit, 
could build their factories in Detroit. But not all farmers can farm 
in Illinois. The law of increasing costs operates with less effect, 
therefore, in manufacture than in agriculture. Differences in the 
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quality of land used are unimportant. Differences in location are 
less pronounced than in agriculture. Intensive use of the better 
factory sites at increasing cost per unit of product has as yet played 
no important part. There is no such strong tendency, therefore, for 
costs per unit to rise as output of the whole industry increases, as 
there is in agriculture. 

5. Indirect effect of increasing cost in manufacturing. Although 
there is no strong tendency for costs per unit of product to rise in 
manufacturing as a result of differences in building sites used, never- 
theless in some manufacturing industries there is a distinct tendency 
for the cost per unit to rise with expansion of the industry as a whole. 
This tendency is strongest in those manufacturing industries whose 
costs consist most largely of raw materials produced under condi- 
tions of increasing cost, such as the packing industry and the flour- 
ing industry. The greatest single item of expense of the packer is 
that of live stock, and live stock is produced under conditions of 
increasing cost. Consequently, as the packing industry expands 
it tends to be compelled to pay higher and higher prices for its raw 
material, the live animals, and consequently its cost per unit of 
product tends to rise. Similarly with the miller. If only half as 
much flour were demanded as at present the milling industry would 
be only half as great, and would require only half as much wheat, 
and that wheat it could buy probably at a much lower price than 
prevails to-day. To the extent that any manufacturing industry 
includes among its cost items commodities produced under condi- 
tions of increasing cost, it is subject to the law of increasing cost. 
We may say that under such conditions it is affected indirectly by 
the law of increasing cost. 

6. Principle of decreasing cost in manufacturing. But the manu- 
facturing industry is generally considered as one to which the law of 
decreasing ' cost applies, because of the economies of large-scale pro- 
duction. These economies in many manufacturing industries tend 


1 The critical reader should note that the present writer means by decreasing costs 
the reduction in cost per unit that results from the internal and external economies of 
large-scale production, and not the reduction that results from more complete utiliza- 
tion of existing plant and equipment. Thus costs in industries enjoying economies of 
large-scale production tend downward as total output increases, just as costs of 
extractive industries tend upward as total output increases. Theoretically there is a 
limit to the downward tendency reached when all plants have reached the limit be- 
yond which no further economies of large-scale production can be realized. 
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to result in a reduction in costs per unit of output as output expands 
which more than offsets the tendency to increasing costs that is 
manifested in manufacturing either directly or indirectly. In dis- 
cussing the tendency to decreasing cost in manufacturing as output 
expands, we must distinguish carefully between the results of expan- 
sion in a single plant and the results of expansion of output for the 
industry asa whole. The two things are so radically different that 
failure to make this distinction may leave the student in a very mud- 
dled mental condition. The reduction in cost per unit that tends to 
result from expansion of a single plant may be called the result of 
internal economies, or direct advantages of large-scale production; 
and the reduction in cost that tends to result from expansion of a 
whole manufacturing industry may be called the result of external 
economies or indirect advantages of large-scale production. We 
will consider first the internal economies or direct advantages of 
large-scale production. 

7. Internal economies of large-scale production. Large manu- 
facturing establishments can generally produce at a lower cost per 


\,- unit of output than small ones. There are six reasons commonly 


advanced why this is true. We will consider each of these briefly. 

(1) Division of labor can be developed to greater perfection in a 
large plant than in a small one. If division of labor is to realize its 
maximum of efficiency, everybody connected with the manufactur- 
ing establishment must be a specialist working at a single well-de- 
fined job, and everybody must be kept busy. The bookkeeper must 
be a bookkeeper solely and not also a shipping clerk. The small 
plant might have to choose between a bookkeeper working part of 
the time at other tasks and a bookkeeper loafing part of the time. 
The large plant can keep him busy all the time at his specialty, or 
can even subdivide the work of keeping books and have a specialist 
for each phase of it. Similar statements hold true for other em- 
ployees in a factory, such as sales managers, purchasing agents, 
night watchmen, etc. But the whole matter of efficient division of 
labor is more complicated than would appear from these simple 
cases. In manufacturing shoes of a certain grade, for example, 
about one hundred different operations are performed on each shoe 
produced. There should be a specialist for each task or operation, 
and he should be kept busy. But some tasks may require only half 
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a minute, some one minute, some two minutes, some three, etc. To 
keep everybody busy all the time at his specialty it is necessary to 
employ not merely one hundred workers, one for each task, but 
several hundred. There must be twice as many workers on the 
one-minute jobs as on the half-minute jobs, four times as many on 
the two-minute jobs, and six times as many on the three-minute 
jobs, if all tasks are to move along at an even pace. There must 
be just as many soles cut out as uppers. The more workers a firm 
employs the more nearly it can approach to the ideal condition in 
which every man is kept busy at his specialty all the time. 

(2) The large-scale producer can cut costs per unit by more effec- 
tive use of machinery. Machines, like men, perform their respective 
tasks in varying intervals of time. If one machine for one task 
works just three sevenths as fast as another on another task, then 
there should be at least seven of the one and three of the other if both 
are to be kept busy all the time. Any establishment on a smaller 
scale would not get the maximum use of these machines. Further- 
more, some machines are so expensive and save so little in cost per 
unit that the small-scale producer cannot afford to buy even one. 
Professor Taussig mentions as an example of this a pole-making 
machine used by the International Harvester Company, which cost 
$2500 and saved one cent a pole. If we assume that such a machine 
would last ten years, and that its original cost, together with costs of 
repairs, and interest on the investment, would amount to $5,000 
and that its use would save the company in other costs one cent a 
pole, it would have to turn out 500,000 poles to pay for itself. A 
small producer might not need that many poles and would lose 
money by buying the machine, but a producer who used it in making 
more than 500,000 poles would save more than enough to pay for 
the machine. 

(3) The large-scale producer can often carry on expensive experi- 
ments, the results of which may cut the cost of production. For 
instance, a manufacturer of metallic products might employ a 
chemist and maintain a laboratory at a cost of $20,000 a year. If 
his costs per year amounted to $10,000,000, and the chemist dis- 
covered a process that would reduce them one per cent, it would 
mean a saving of $100,000 a year. For the small producer this 
would be out of the question. 
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(4) The large-scale producer can utilize by-products more effec- 
tively, and make these pay in part the costs of producing his main 
product. The meat-packing industry is commonly used to illustrate 
this point. Every part of the animal is saved and made into some 
salable article. Among the by-products are glue made from hoofs, 
tankage made from blood and bones, and soap made from grease not 
fit for culinary purposes. Large packers have advertised that they 
pay more for the live animal than they get for the meat, selling the 
by-products for enough to cover the costs of killing and dressing the 
animals and to yield a profit to the packers. 

(5) The large producer can often buy his materials and supplies to 
better advantage than the small producer. In the first place, be- 
cause he can buy in carload lots he gets cheaper freight rates than 
the small producer who buys in less than carload lots. In the second 
place, he may pay less per unit for the goods he buys because 
merchants and manufacturers prefer to sell in large lots, and are 
likely to make a concession in price rather than lose a large sale, and 
because in some cases, he can afford to send buyers scouting around 
looking for bargains, which the smaller producer may be unable to 
afford to do. 

(6) Likewise the large producer can reduce selling costs per unit. 
Under selling costs we include such items as salaries of the sales de- 
partment, advertising, catalogues, etc. It costs less than ten times 
as much to print and distribute 100,000 catalogues as to print and 
distribute 10,000. Advertising in the Saturday Evening Post costs 
the same per page whether the manufacturer has one thousand or 
ten thousand agents scattered over the country. It is, of course, 
possible for a producer to increase his selling costs per unit as sales 
increase rather than to reduce them, if his goods have little to recom- 
mend them but his advertising, and his expansion is made possible 
only by an aggressive advertising campaign. Students sometimes 
misunderstand this sixth point because they confuse the term selling 
costs with price of the product. It should be remembered that we are 
stating the reasons why a large producer can reduce the total cost of 
his product, and why he can therefore afford to sell at a lower price. 
It would be absurd, of course, to say that a producer can reduce his 
costs of production by selling his product at a lower price. The 
writer receives this startling piece of information in his classroom 
every year. 
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(7) In addition to these six advantages of large-scale production 
certain others may be mentioned. In some cases large operations 
involve no more labor than small ones. It is as easy for the book- 
keeper to make an entry of $100,000 as to make an entry of $100, or 
at any rate not more than twice as difficult. The purchasing agent 
can buy 10,000 tons of steel perhaps as quickly and easily as 1000 
tons. There are other cases than those already mentioned in which 
an increase in the scale of the business does not involve a propor- 
tional increase in costs. Within certain limits space can be provided 
in large buildings more cheaply than in small buildings. The cubic 
contents of a room increase more rapidly with size than the area of 
the four sides, the floor, and the ceiling. In proportion to factory 
space, then, the large factory requires less building material than the 
small one. The capacity of water pipes, boilers, engines, etc., has a 
tendency to increase more rapidly than the quantity of materials 
contained in them or their cost. The larger plant may reap econo- 
mies from this source. 

The foregoing does not represent an exhaustive discussion of the 
internal economies of large-scale production, but it will suffice to 
indicate that large plants do have substantial advantages over small 
ones, and will serve to explain why there has been such a strong 
tendency toward large-scale production in all industrial countries in 
recent decades. 

8. External economies or indirect advantages of large-scale 
production. Consider now the external economies or the indi- 
rect advantages of large-scale production. In other words, con- 
sider how an expansion in the total output of any manufacturing 
industry and manufacturing industries as a group may reduce costs 
of production of the individual manufacturers in those industries. 
First note that there is no necessary relation between the output of 
an industry as a whole and the size of the individual establishments 
in that industry. A relatively small industry may be in the hands of 
a few large producers, and a relatively large industry in the hands of 
a large number of small producers. Measured by the value of its 
products, the corn industry is larger than the copper industry, but 
the corn industry is an industry of small establishments, and the 
copper industry is one of large establishments. However, the larger 
the demand for the product of an industry becomes, the easier it be- 
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comes for some enterprising business man to develop a large-scale 
establishment, provided only it is possible to produce more cheaply 
in a large plant than in a small one — provided, that is, that there 
are internal economies to be realized. In practically all manufactur- 
ing industries there are such internal economies, as explained in the 
preceding section. In the United States and other highly indus- 
trialized countries the great demand for manufactured products and 
the internal economies of large-scale production have resulted in the 
development of large-scale plants in a great variety of industries. 

Now all manufacturing industries are more or less one another’s 
customers. Each buys materials, supplies, or machines from 
several of the others. When these materials, supplies, and machines 
are produced under conditions of decreasing costs resulting from 
internal economies, the price under competitive conditions tends to 
fall with the fall in costs, and the larger the plants grow in which 
they are made, within limits, the lower become the costs and conse- 
quently the price of the product. The producers in each manu- 
facturing industry therefore benefit in the way of lower costs through 
the internal economies of production in other manufacturing indus- 
tries. These reductions in costs, combined with their own internal 
economies of large-scale production, reduce still further their own 
total costs of production, and under competition bring still lower 
prices for their products. And when these products are sold in turn 
to the other manufacturers who buy them, thezr costs are thereby 
further reduced, and likewise the price of their product, and so on 
ad infintum. Each large manufacturing plant eventually benefits 
directly from its own internal economies of large-scale production, 
and indirectly from the internal economies of all other manufactur- 
ing concerns, provided there is more or less free competition in all 
industries, so that no one industry absorbs an undue share of the 
benefits of low costs by maintaining unduly high prices under 
monopoly. 

9g. Conditions under which external economies are realized. It 
should be noted, however, that any industry benefits indirectly 
from the economies of large-scale production only to the extent that 
it buys producers’ goods made under conditions of decreasing costs. 
If, as in the case of the meat-packing industry, its raw materials 
consist largely of products produced under conditions of increasing 
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cost, then expansion in the industry as a whole may mean higher 
costs, and not lower costs per unit. If most of its supplies, materials, 
and machines are produced under conditions of decreasing cost, then 
the larger the industry becomes, the more it benefits indirectly from 
the economies of large-scale production. 

Wheat-growing, which we call an industry of increasing costs, 
benefits enormously indirectly from large-scale production. Because 
there are so many wheat-growers and other farmers using simi- 
lar or the same kind of farming implements, these implements are 
produced in large plants enjoying internal economies of large-scale 
production, and benefiting indirectly from economies of large-scale 
production in other industries. It benefits also from the economies 
of large-scale production in the transportation industry, which not 
only enjoys internal economies of large-scale production, but benefits 
in an indirect way from large-scale production. It is often difficult 
to distinguish the reductions in costs that result from new inven- 
tions and processes from those that flow from large-scale production. 
They are closely related. In some cases large-scale production re- 
sults from inventions; and in others, inventions result from large- 
scale production. Both together have in the United States largely 
offset the effect of the law of increasing cost in agriculture. In fact 
at times increasing agricultural output has gone hand in hand with 
lower costs of production. If methods of production in agriculture 
had not changed during the last hundred years, and if American 
farmers had not benefited indirectly from economies of large-scale 
production in manufacture and transportation, the cost of produc- 
ing wheat would have been rising gradually as output expanded. 
But because methods of production have changed and because 
farmers have benefited from economies of large-scale production 
in manufacture and transportation, wheat is actually produced at 
lower cost per bushel to-day than one hundred years ago, if we make 
allowance for the decline in the value of money and the higher 
level of wages. 

10. The less extensively and less directly an industry draws its 
raw materials from extractive industries, the more it gains from 
external economies. In general it may be said that the less exten- 
sively and the less directly an industry draws its raw materials from 
the extractive industries, the more it stands to gain indirectly from 
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the economies of large-scale production. This may be illustrated by 
supposititious examples from the textile industry. Suppose we have 
cotton yarn produced under two conditions — first, by small plants 
in a small industry, and second, by large plants in a large industry. 
Suppose, too, that the raw material required, cotton, is produced 
under conditions of increasing cost, and that the large cotton yarn 
industry must, therefore, pay more for cotton than the small, but 
that the large industry’s other costs are lower as a result of external 
and internal economies of large-scale production as indicated in 
Table XVI. 


Taste XVI. Economies oF LARGE-SCALE PRODUCTION WITH RAW 
MatTERIALS PRODUCED UNDER INCREASING Costs: CoTTON YARN 










Costs PER PounpD oF YARN PRODUCED 


Cost ITmEms 










Small Plant in a 


Large Plant ina 
Small Industry 


Large Industry 








Costioncottonemeecns. cs: 


Other costss-e aes 


Motalicostseeaneeret 





With conditions of cost as assumed in this table, cotton yarn is pro- 
duced at a lower cost per pound by large-plants in a large industry 
than by small plants in a small industry, but the advantage is very 
small because the economies of large-scale production, both external 
and internal, are largely offset by the increasing cost of the raw 
material. Now let us note how different would be the result in 
cotton cloth plants, whose raw material is not cotton drawn from an 
extractive industry, but cotton yarn, produced under conditions of 
decreasing cost in a manufacturing plant. With conditions of cost 
as shown in Table XVII, the economies, both external and internal, 
of large-scale production are pronounced because they are not off- 
set by the use of raw material produced under conditions of increas- 
ing cost. The costs in these tables are, of course, purely fictitious, 
but nevertheless they represent a fundamental truth. The illustra- 
tions could be carried further to show the effect of large-scale pro- 
duction on costs of plants requiring the use of cotton cloth as raw 
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Tasie XVII. Economtres or Larase-Scate Propuction with RAw 
MATERIALS PRODUCED UNDER DECREASING Cost: Corron CLOTH 
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material, and on other plants using the product of these plants as 
raw material,andsoon. The effect of external or indirect economies 
of large-scale production is cumulative, the economies of each stage 
in production being added to the economies of each preceding stage 
to the advantage of the producer in each succeeding stage, provided 
only that competition prevails and prices of products reflect the 
reduction in costs. 

11. Industries in which internal economies of large-scale produc- 
tion are limited. We have indicated that all industries gain more or 
less from the external economies of large-scale production — getting 
at least some of their producers’ goods at lower prices as their total 
output increases and their demand for producers’ goods increases. 
Not all industries, however, gain from internal economies of large- 
scale production. Large establishments in some industries are less 
economical than small ones. Agriculture remains predominantly an 
industry of small establishments. This is the result mainly of the 
seasonal nature of farm work, which makes it impossible to apply 
division of labor in a thoroughgoing way, and the difficulties of 
supervision of workmen scattered over a wide area. Five thousand 
workers in a textile plant can all be easily supervised because they 
may all be in one large building. A farm employing that many 
workers would have an area of perhaps several hundred square miles, 
particularly if it were a grainfarm. The workers could not be highly 
specialized, because farmers do not sow wheat, or plow land, or cut 
hay all the year round. The hired men could not be kept busy all 
the time at the same task, and in most cases they could not be kept 
busy all the time at any task. Retail merchandising is still largely 
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an industry of small establishments, the exceptions being the great 
department stores in large cities, the mail-order houses, and the 
chain-store systems recently developed. The reason for this has been 
the limitations imposed on size by the available market. Stores, 
particularly grocery stores, must ordinarily be close to their custom- 
ers, and their size is limited by the number of available customers. 
Department stores have been able to grow large by increasing the 
variety of articles handled and thus appealing to more customers in 
a limited territory. Mail-order houses have drawn trade from dis- 
tant places by low prices. Chain stores have grown large by scat- 
tering their stock of goods over a wide territory and thus increasing 
the possible number of customers. Once having overcome the 
handicap of a limited market, these stores gain many of the internal 
economies of large-scale production enjoyed by manufacturing 
plants. In the field of transportation and mining important in- 
ternal economies of large-scale production can be realized for 
reasons similar to those discussed in connection with manufacture. 

It remains to be seen whether or not agriculture may become an 
industry of large-scale production through the use of the automobile, 
the motor truck, the farm tractor, and paved roads. These new 
developments may make supervision of large farms easier, and may 
enable farmers even to overcome the difficulties of the seasonal 
nature of their work, by farming in several States, from Texas to 
North Dakota, and shifting their crews from South to North, and 
North to South, with the seasons. Experiments in this sort of thing 
are already under way. 


EXERCISES 


1. What is meant by internal economies of large-scale production? by external 
economies of large-scale production? 

2. As the wheat industry in the United States has expanded, what factors 
have tended to bring about increasing costs per bushel? What counter- 
acting factors have tended to bring about lower costs? 

3. Why is it that the copper industry is called an industry of large-scale pro- 
duction while the corn-growing industry is not, although the corn crop 
exceeds in value the output of copper? 

4, In what industries are internal economies of large-scale production most 
pronounced? most limited? Why? What industries that enjoy internal 
economies of large-scale production benefit most from external economies 
of large-scale production? What industries that benefit from internal 
economies of large-scale production benefit least from external economies 
of large-scale production? Why? 
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5. In respect to production of each of the following commodities, corn, flour, pig 
iron, tin cans, automobiles, cotton yarn, and shirts, can a large plant produce 
at lower cost per unit than a small plant? Why, or why not?’ Cana large 
number of small plants produce at lower cost per unit than a small number 
of small plants? Why, or why not? Can a large number of large plants 
produce at lower cost per unit than a small number of large plants? Why, 
or why not? As the total output of the industry increases, are costs per 
unit likely to rise or to fall? Why? 


For ‘‘References”’ for this chapter see end of Chapter XIV. 


CHAPTER XIV 
DECREASING COSTS, INDIRECT COSTS, AND PRICE 


1. Summary of preceding chapter. For reasons discussed in the 
preceding chapter manufacturing is ordinarily carried on under con- 
ditions of decreasing cost. Generally speaking, a large manufactur- 
ing plant can produce more cheaply per unit of output than a small 
plant, other things than size being equal, because of the internal eco- 
nomies of large-scale production. In some industries, such as meat 
packing, these internal economies of large-scale plants may be offset 
by the increasing cost of the raw materials as the whole industry 
expands and requires larger and larger quantities of raw materials 
produced under conditions of increasing cost. But in a larger num- 
ber of manufacturing industries the raw materials and other pro- 
ducers’ goods used are produced under conditions of decreasing cost, 
so that as the industry expands costs are reduced in two ways — by 
internal economies of large-scale plants, and by external economies 
of large-scale industry. In other words, because of the great demand 
for the materials, supplies, and machines used, these are produced in 
large plants at low cost, and may under competitive conditions be 
bought at low prices. Then the particular manufacturing industry 
we have in mind, benefiting to begin with from these low-priced cost 
items, works them up into its finished product in its large plant with 
all the internal economies of large-scale establishments. This is 
merely a summary statement of matters discussed in detail in the 
preceding chapter. In this chapter will be considered the relation 
between conditions of cost in manufacturing industries and the price 
of the product. It will be necessary to take into consideration not 
only the effect on price of the economies of large-scale production 
but also the effect of indirect costs. It will be the more necessary to 
note carefully the effects of indirect costs because the peculiar effects 
of indirect costs are frequently confused with the effects of the 
economies of large-scale production. 

2. Competitive conditions under decreasing cost illustrated by 
automobile industry. It will help the student to understand the 
discussion of the principles involved if we illustrate them by a con- 
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crete example. We may choose for this example the automobile 
manufacturing industry, which is clearly an industry in which the 
principle of decreasing cost operates. Not only do large plants in 
this industry have advantages of internal economies of production 
over small plants, but the industry as a whole tends to benefit from 
cheaper raw materials, supplies, and machinery as it expands and 
the demand for these articles increases. 

We will not attempt to describe the industry exactly as it is, with 
all its complexities, but will make certain assumptions not in accord 
with the facts, but approaching them nearly enough to make valid 
any conclusion we may draw from our discussion. Our assumptions 
will be made to simplify and clarify our discussion and to bring out 
sharply the general principles involved, and not for the purpose of 
proving a point that would not be supported by actual statistics if 
these were available. Let us assume, then, that we have only three 
automobile manufacturing concerns, each producing a car somewhat 
different from the others, but still in the same general class, and that 
price is the determining factor in attracting customers for the three 
different cars — that any one of the three concerns can draw away 
the customers of the others by a reduction in the price of its car. 
Let us assume further that all operate under conditions of decreasing 
cost; gaining considerable advantage from internal economies of 
large-scale production as they expand, and that these economies are 
not offset by rising costs of their producers’ goods as the whole in- 
dustry grows larger. Let us assume, too, that each concern tends 
to expand production when it is making profits, and will furthermore 
keep on expanding production or at least maintain production if so 
doing involves a smaller loss than not so doing. Finally, let us as- 
sume that the three concerns are largely owned and controlled by 
three men, whom we may call A, B, and C respectively, who differ in 
business ability, with the result that A produces at a lower cost than 
B, and B at a lower cost than C. So far, in our assumptions, we have 
made only one assumption contrary to fact, namely, that there are 
only three producers, and this assumption, although contrary to 
fact, cannot invalidate any conclusions that we may draw from the 
following discussion. Now let us make two further assumptions, 
namely, that the three producers do not make any agreements with 
one another to limit output or in any other way to restrain the free 
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play of competition for business, and that the costs of production for 
each run as shown in Table XVIII. 


Tasie XVIII. Costs per Car IN PLANTS oF VARIOUS SIZES OPERATING 
Av FuLL Capacity 




















Cre on Costs or A Costs or B L Costs or C 
20,000 $1000 $1050 $1100 
40,000 900 950 1000 
60,000 800 850 900 
80,000 720 770 820 

100,000 640 690 740 
120,000 600 650 700 
140,000 560 610 660 
160,000 530 580 630 








3. Varying costs of various producers with plants of various ca- 
pacities. In Table XVIII we show that the costs of each producer 
decrease as he expands output. We assume that with a plant of 
20,000 cars capacity a year run at full capacity, A’s costs are $1000, 
B’s costs are $1050, and C’s are $1100, and that with every increase 
in plant capacity each producer is able to cut costs by the same 
amount, so that throughout the process of expansion A’s costs re- 
main $50 under B’s and B’s $50 under C’s, when all are expanding at 
the same rate. In actual business such an unvarying difference in 
costs among the competing producers would of course be quite un- 
likely, but the cost figures given in the table represent as truly as 
any actual figure would the principles involved when competing pro- 
ducers are manufacturing at various costs under conditions of de- 
creasing cost, and they are convenient in exposition. All cost figures 
in the table represent costs with the plants of the various sizes run at 
full capacity, because we wish to show first of all the effect on com- 
petition and prices of the law of decreasing cost, without bringing in 
the complications immediately that result from the operation of in- 
direct costs which we shall reserve for discussion later in this chap- 
ter. We assume, for example, that with a plant of 20,000 cars 
capacity running full blast, A’s costs per car are $1000, but if he 
expands his plant to 40,000 cars capacity and is again running full, 
his costs are reduced to $900. For the time being we omit from con- 
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sideration his probable costs per car during the process of increasing 
production from 20,000 to 40,000 after having expanded his plant 
capacity. 

4. Demand schedule for automobiles. Let us next consider 
conditions of demand. Other things remaining the same the greater 
the number of automobiles produced and thrown on the market the 
lower must be the price in order that all may be sold. This is in ac- 
cordance with the general law of diminishing vendibility. Further- 
more, if the automobiles are all practically alike they must all be sold 
at practically the same price — the price determined by the mar- 
ginal vendibility of the given supply. In some cases it may seem 
that the law of diminishing vendibility has been repealed — that 
larger and larger quantities are offered for sale and sold with little or 
no reduction in price. This may happen when there is a rapidly in- 
creasing demand, but the law of diminishing vendibility is still 
operating, only counteracted by the increase in demand. For auto- 
mobiles, as for everything else, there is at any given time a demand 
schedule that represents various quantities that would be bought 
and could be sold at various prices, and at any given time higher 
prices can be had for smaller quantities than for larger quantities. 
A year or two later demand at any given price may be greater — 
there may be a new demand schedule. Up to this point we have 
been stating fundamental principles of demand, and not making as- 
sumptions merely. It would be possible to construct a demand 
schedule from past sales and price statistics if one cared to take the 
trouble, but it would be a complicated problem. To illustrate our 
principles of price determination, an assumed demand schedule will 
serve the purpose as well as one built by painstaking research. We 
will therefore assume a demand schedule, as shown in Table XIX. 


TaspLe XIX. ASSUMED DEMAND SCHEDULE FOR AUTOMOBILES 


NUMBER AT THE 
DEMANDED PRICES BELOW 
60,000 $1200 
120,000 1050 
180,000 925 
240,000 825 
300,000 740 
360,000 650 
420,000 575 


480,000 500 
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5. Conditions of cost and demand graphically depicted. This 
demand schedule indicates that at $1200 each, 60,000 cars could be 
sold, but that the price would have to be progressively reduced to 
dispose of larger and larger quantities. The foregoing conditions of 
supply and demand may be graphically depicted as in Figure 6, in 
which the line DD represents the demand schedule, the line CC con- 
ditions of cost for A, the most efficient producer, and the line C’C’ 
conditions of cost for C, the least efficient producer. 
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Fiaurn 6. Conpirions or Drecreasina Cost 


DD = demand schedule 
CC = lowest cost producer’s costs 
C’C’ = highest cost producer’s costs 


It should be noted that the supply curve CC represents the various 
costs to A when he is producing various quantities, and that he is as- 
sumed to be producing in all cases one third of the total supply. It 
shows, therefore, that when he is producing one third of 60,000 cars 
his cost per car is $1000; when he is producing one third of 120,000, 
his cost per car is $900; and so on. Similarly the line C’C’ shows 
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C’s costs when he is producing one third of the various quantities 
shown in the schedule at the bottom of the chart. For the sake of 
keeping the chart as simple as possible no cost line was drawn to 
represent B’s costs, but if such a line had been drawn it would lie 
halfway between the line CC and C’C’. 

6. Strong incentive to expansion. Now from these conditions of 
cost or supply on the one hand and demand on the other, we may 
draw the following conclusions, drawing our data either from the 
demand and supply schedules in the Tables XVIII and XIX or from 
Figure 6. With a total output of 60,000 automobiles market price 
is considerably above the costs of production for all producers, both 
the least efficient and the most efficient. All are making good 
profits, and all have strong incentives to expand. A is making huge 
profits — $200 a car on an output of 20,000 cars, a total of $4,000,- 
000. He is likely to conclude that by doubling his output he could 
more than double his profits, figuring that by production on a large 
scale he could cut his costs, and that the demand for his product 
might increase sufficiently to take the larger quantity at the same 
price. Even if he had to cut prices $100 a car when he expanded, he 
would still double his total profits if he could cut costs by an equal 
amount per car. He would then be making $200 profits on each of 
40,000 cars, or $8,000,000. He would probably expand even if he 
thought that prices would be forced down by expansion more 
rapidly than costs, for three reasons. He would want to find em- 
ployment for his large profits, and would know of no better place to 
invest them than in the industry in which he was already making a 
success. He would calculate that somewhat smaller profits on each 
car might be more than offset by the larger output, so that his profits 
in the aggregate would still increase. Finally, he might reason that 
failure on his part to expand would simply encourage so much 
greater expansion on the part of his competitors. If they expanded 
and he did not, they would by economies of large-scale production 
cut their costs below his and would eventually force prices down be- 
low his costs, and thus drive him out of business. 

Similar reasoning would apply to C, the least efficient producer. 
His profits are only $100 a car when the total supply is 60,000 cars, 
and therefore his total profits are less than A’s. On this score he 
would have less incentive to expand than A and less ability, since he 
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would have only $2,000,000 in profits to invest in expansion. 
Nevertheless, he would desire to expand, since $100 profit on each of 
40,000 cars is better than $100 profit on eaeh of 20,000. If he had 
reason to believe that increased production would not be met by in- 
creased demand and that prices would consequently fall, he would 
have an even stronger reason toexpand. His costsare already $100 
higher than A’s and $50 higher than B’s. Failure on his part to 
expand and meet part of the demand for cars would only stimulate 
A and B to expand so much faster. Their expansion would permit 
them to cut their costs, and would tend to force down prices. A 
cut in prices of $100 with his costs remaining the same would leave 
him without profits. A further cut and he would be producing at a 
loss and would soon be forced to suspend. The position of B would 
be in some respects like that of A and in some respects like that of C, 
and requires no detailed analysis. We may conclude, therefore, that 
all three would expand. 

7. Competitors forced to expand in the face of falling prices. Let 
us assume that all have expanded to a capacity of 40,000 cars a year, 
and that the total supply of 120,000 has necessitated a cut in price to 
$1050. A is then making a profit of $150 each on 40,000 cars, or a 
total of $6,000,000. He has benefited from expansion by an in- 
crease of $2,000,000 in his profits. C is making profits of $50 on 
each of 40,000, and his total profits remain as before, $2,000,000. He 
has neither gained nor lost from the expansion, unless we consider it 
a gain for him to have found investment at a fair rate of interest for 
his accumulated profits. B is making a profit of $100 a car on each 
of 40,000 cars, as against a profit before of $150 on each of 20,000. 
His total profits have therefore increased from $3,000,000 to $4,000,- 
000. He has gained less than A but more than C. 

Suppose that A had not expanded, and that B and C had, and that 
the total output had thus been brought up to 100,000 cars, and the 
price down to $1100 instead of $1050. In other words, suppose that 
both expansion and the consequent cut in prices had gone only two 
thirds as far as we first assumed. How then would A have fared? 
His profits would have been cut in half — to $100 on each of 20,000 
cars, instead of $200 on each of 20,000. Furthermore, his total 
profits would have been only one third as great as they would have 
been had he expanded. On the other hand, his failure to expand 
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would have increased the profits of his competitors B and C, since 
they would have been able to double output without suffering the 
same penalty as before in price cuts. B would have made profits of 
$150 on each of 40,000 cars, a total of $6,000,000, as compared with 
A’s miserable little $2,000,000. Thus A would have been playing 
into the hands of his less efficient competitor, and providing him 
with the funds to finance further expansion to A’s further detriment. 

Suppose next that C in view of his narrow profits had decided not 
to expand for fear of depressing prices, and that A and B had 
expanded to 40,000 capacity, and that with a total supply of 100,000 
cars the market price had dropped, as we assumed before, to $1100. 
C’s costs would have remained at $1100, and he would have made 
no profits at all. Obviously it was better for him to expand and 
maintain his profits at $2,000,000 than not to make any at all. We 
have shown now that neither A nor C could wisely refrain from ex- 
panding without a general agreement among all producers to re- 
strict output. Similar reasoning would hold for B, or for any other 
producer if there were more than three in the field. 

8. Expansion naturally continues until weaker competitors fail. 
Now let us consider whether or not all three producers would have 
reason to expand output further from 40,000 to 60,000 cars each, 
and from 60,000 to 80,000, and so on. We must conclude that as 
long as all were making profits the same reasoning we have already 
applied to each would hold. Under free competition expansion 
under decreasing costs would continue, and would be followed in- 
evitably by price cuts, unless it happened that the conditions of de- 
mand changed so rapidly for the better that the producers could 
keep on marketing the increasing supply at the same price as before. 
Temporarily an increase in demand — a new demand schedule — 
may offset an increase in supply, but only temporarily, if the output 
increases rapidly. Let us assume that there is no change in the con- 
ditions of demand — that we retain the demand schedule we started 
with, and that the quantity demanded is affected only by changes 
in price, and not by factors other than price. How far would expan- 
sion be carried and what would be the effect on price? 

With a total production of 300,000 cars, equally divided between 
A, B, and C, price would have fallen to $740. A’s cost would be 
$640, B’s, $690, and C’s, $740. Price would be down to C’s cost of 
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production, but A would still be making a profit of $100 a car, or 
$10,000,000 a year, and B, a profit of $50 a car, or $5,000,000 a year. 
Further expansion to 120,000 cars each would bring prices down to 
$650, or. $50 below C’s cost of production. B would be just covering 
cost, and A would have the narrow profit of $50 a car. Obviously 
the last expansion, from 100,000 to 120,000 cars, has been a dis- 
astrous one for C, bringing with it a loss of $6,000,000 a year — a 
loss which, if continued for a few years, will inevitably ruin him. 
But failure on his part to expand would not have made matters 
better, since prices would have dropped anyway under the force of 
A’s and B’s expansions to, let us say, $680, while his costs would have 
remained at $740. He would have lost $60 on each of 100,000 cars, 
or $6,000,000. C is evidently in for a bad time. He seems to be a 
ruined man whether he expands or not. If he could quit without 
loss he might be glad to retire with the fortune he has made under 
more favorable conditions. But his fortune is tied up in his plant, 
which he cannot sell at a reasonable price, because it is a money-los- 
ing proposition. Possibly he might sell out to one of his competitors. 
Competition would then continue between A and B until price fell 
below costs of one or the other of them and he was forced out of 
business. This would bring an end to competition, and beyond this 
point we will not carry the present discussion, since we are reserving 
conditions of monopoly for discussion in a later chapter. In actual 
business there would be likely to be more than three competitors, 
and monopoly would not result so easily as by merely driving two 
manufacturers to the wall. Otherwise our example illustrates com- 
petitive conditions very well as they exist under decreasing cost, 
except for the fact that we have left out of account in part the effect 
of indirect costs. 

9. Indirect costs in manufacturing. Indirect costs have an im- 
portant bearing on the manufacturer’s desire to expand production 
and upon his desire to remain in business even ata loss. These costs 
have already been discussed in Chapter VII, sections 10-12, in con- 
nection with demand schedules for producers’ goods and in Chapter 
XI, in connection with cost of production in agriculture. It will 
only be necessary, then, to remind the reader that by indirect costs 
we mean those costs which tend to remain fixed in a business plant 
of a given capacity regardless of fluctuations in the volume of out- 
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put. In the automobile industry indirect costs would include such 
items as a fair rate of return on the investment in plant and equip- 
ment, taxes, depreciation, administrative salaries, and rents on 
property leased for considerable periods of time. By direct costs we 
mean those costs which tend to vary directly with the volume of out- 
put. These costs would include such items as wages, costs of raw 
materials, and costs of transportation. Some cost items are neither 
wholly direct nor wholly indirect. They increase with volume of 
output, but not in proportion to the increase in output. Included 
under this head are such items as light, heat, salaries, and traveling 
expenses of employees. If such a cost item should increase only half 
as fast as volume of output it might be called fifty per cent direct 
and fifty per cent indirect. In the automobile industry indirect 
costs are of considerable importance, as indeed they are in most 
manufacturing industries, and may for our purpose here be esti- 
mated at about twenty-five per cent of the total costs, if plants are 
being operated at capacity. 

to. Influence of indirect costs often confused with economies of 
large-scale production. The importance of indirect costs in any 
industry in which they appear lies in this: If at any time a plant is 
not operating at practical capacity it can increase its output with 
much less than a proportional increase in costs. The extra units of 
product involve no additional expenses for plant and equipment, 
taxes, depreciation, administrative salaries, etc. They involve 
merely some additional expenditures for raw materials, labor, trans- 
portation, etc. In other words, as a manufacturing plant expands 
its output from fifty per cent of capacity to one hundred per cent, 
it reduces its average cost per unit of product. 

The reduction in cost per unit that comes from fuller utilization of 
existing plant and equipment should not be confused, as it often is, 
with reduction in cost that comes from the use of a larger plant — 
from the economies of large-scale production. A simple example 
may serve to clear up any confusion on this point. Let us assume 
that in our automobile industry indirect costs constitute twenty-five 
per cent of the total, and direct costs seventy-five per cent, when 
plants are run at full capacity. Then let us refer back to Table 
XVIII, on page 246, which indicates that A’s costs in a plant of 
80,000 cars capacity when run at full capacity are $720 per car, and 
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in a plant of 100,000 capacity run at full capacity, $640. This re- 
duction in costs is the result of production on a larger scale in a 
larger plant. Now let us suppose that A, having expanded produc- 
tion to 80,000, the capacity of his existing plant, expands his plant to 
a capacity of 100,000, but does not at once expand his volume of 
production. This increases his indirect costs per car from $180 to 
$200, as we may calculate from the figures just given. We assume 
that the indirect costs in the 100,000-car plant are $160 a car when 
the output is 100,000, or a total of $16,000,000. Running at eighty 
per cent of capacity and turning out only 80,000 cars does not reduce 
indirect costs. The indirect costs would therefore amount to as 
many dollars per car as 80,000 is contained times in $16,000,000; or 
$200. Expansion in plant without expansion in output has there- 
fore increased A’s indirect costs $20 a car. If however, he can now 
increase output to capacity of his larger plant, he can reduce in- 
direct costs $20 below his former indirect costs. In other words, 
running his new plant at capacity instead of at eighty per cent of 
capacity means a reduction of $40 in indirect costs alone. There 
would be also some reduction in direct costs resulting from produc- 
tion on a larger scale. We may conclude from the foregoing that in- 
direct costs tend to offset the advantages of large-scale production 
when the plant is first extended, and before the increased capacity is 
fully utilized. They serve thus asa brake on expansion. Producers 
think twice before embarking on a policy that may raise their costs 
per unit. Once the expansion in plant has been made, however, in- 
direct costs intensify the advantages derived from increase in out- 
put, and make producers doubly eager to gain additional buyers of 
their product. 

11. Effect of uneven expansion of plant capacity and output. 
Table XVIII and Figure 6 represent costs per unit decreasing with 
every increase in output. From what has been said about the effect 
of indirect costs on total cost it will be understood that total costs 
may not decrease so evenly with expansion of plant and output. 
When there is uneven expansion of plant capacity and output, costs 
tend to decrease, but in a bumpy and uneven manner something like 
that represented in Table XX and Figure 7. In Table XX we as- 
sume the costs of our three competing producers to vary from one an- 
other as before, A’s costs remaining always $50 below B’s and B’s 
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TABLE XX. Errect on Cost oF UNEVEN EXPANSION OF PLANT CAPACITY 
AND OUTPUT 








a. poet A’s Cost B’s Cost C’s Cosr 
{ 
40,000 40,000 $ 900 $ 950 $1,000 
80,000 40,000 1,000 1,050 1,100 
80,000 60,000 840" 890 940 
80,000 80,000 720 770 820 
120,000 80,000 760 810 860 
120,000 100,000 680 730 780 
120,000 120,000 600 650 700 
160,000 120,000 630 680 730 
160,000 140,000 580 630 680 
160,000 160,000 530 580 630 


























always $50 below C’s. But in this table we show roughly the effect 
of rising indirect cost per unit when plants are expanded and expan- 
sion in output follows slowly. The table-does not represent any 
attempt at a precise mathematical calculation, but merely illustrates 
in a rough way how an expansion in plant capacity may temporarily 
raise a producer’s cost per unit of output, until output once more 
overtakes plant capacity. The figures in the table are based in a 
general way on the assumptions that indirect costs are about twenty- 
five per cent of the total when plants are run at capacity, and are 
higher when plants are run at less than capacity; that expansion and 
improvements in plant reduce direct costs to some extent even 
though no expansion in output follows at once; and that with ex- 
pansion in output following expansion in plant both direct and in- 
direct costs fall rapidly. Figure 7 represents graphically the effect 
of expansion of output on costs for A and C, under the conditions 
shown in Table XX. 

12. Upward jogs in cost curves. In Figure 7 we have a demand 
schedule just like that in Figure 6, represented by the heavy line DD. 
In this figure, as in Figure 6, we assume three competitors producing 
the total supply represented by the scale of numbers at the bottom 
of the chart, and we assume that the line CC represents A’s costs 
when he is producing one third of the total supply, and that the line 
C’C’ represents C’s costs when he is producing one third of the total 
supply, but we show the effect of indirect costs, which are not indi- 
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cated in Figure 6. The upward jogs in these cost curves represent 
the effect of uneven expansion of plant and output. We begin with 
costs of $900 and $1000 for A and C respectively when both are 
operating their 40,000-car plants at capacity. At this point we as- 
sume that both double capacity, without increasing output, and 
that this forces their costs per car up to $1000 and $1100 respectively. 
As they expand output their costs per car decrease rapidly until it 
again becomes necessary to expand plant capacity, which again in- 
creases costs somewhat. 








0 60 120: 180!) 240: 800: 860° 420° 480 540 600 
Thousands of Cars. 


Figure 7. Conpirions or Drecreasina Cost with UNEvEn EXPANSION 
F PLANT CAPACITY AND OuTruT 


DD = demand schedule 
CC = lowest cost produ en ne 
C’C’ = highest c te producer’s costs 


In Figure 7 it is seen that C’s position is hopeless even before 
total production reaches 180,000, with price forced down to $925. 
If he decides not to expand output his costs remain at $1000, or $75 
above price. If he doubles the capacity of his plant as assumed, his 
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costs temporarily rise to $1100. As he expands production he has 
one more successful moment — his costs dropping to $820 when his 
larger plant is running at capacity, while price is $825. But under 
pressure of further expansion of A and B, price is forced down again 
below his costs, and further expansion of his plant to 120,000 cars 
capacity raises his costs definitely, and, so far as the chart goes, 
permanently above price. He seems doomed to failure. 

13. Indirect costs and competition. In Table XX the exact 
position of A, B, and C in the competitive struggle is shown more 
precisely than in the chart. We begin with each of the three com- 
petitors operating a 40,000-car plant at capacity, and producing 
therefore in the aggregate 120,000 cars which can be sold at a price 
of $1050. This price gives C, the least efficient producer, a profit of 
$50 per car, B a profit of $100, and A a profit of $150. The situation 
is ripe for expansion, but expansion of plant not followed immediately 
by expansion of output brings an increase in costs, as shown in the 
table, of $100 a car for each producer. C’s costs have risen above 
price. Expansion in output reduces his costs sharply, but brings 
also a fall in price. By the time he operates at full capacity again 
and is producing 80,000 cars, he has managed to reduce costs to $820, 
or $5 below the price that prevails when 240,000 cars are marketed. 
Further expansion in output for him requires a larger plant and this 
again raises his costs above price. A and B are making good profits 
and can expand plant without bringing their costs above price, but 
if C expands his plant capacity to 120,000 cars, his costs rise tempo- 
rarily to $860, or $35 above price. Such expansion might seem un- 
wise, but must be undertaken if A and B expand because their ex- 
pansion in plant capacity will be followed by expansion in output 
and a fall in price below C’s cost. By expanding C has some hope 
of reducing costs once his output approaches the capacity of his 
larger plant. However, this hope is not well founded, since expan- 
sion in total output forces market price down farther, and when 
Cis once more operating at capacity and turning out 120,000 cars, 
market price has dropped to $650 or $50 below his costs. 

14. The choice between losing less and losing more. One might 
think that C should have given up the struggle at the time when ex- 
pansion of plant first brought his costs above market price. Possibly, 
however, he might not have known in advance that expansion of 
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plant would result in cost of production exceeding market price. He 
might have hoped that this expansion in capacity would be followed 
at once by expansion in output and in sales at a price above cost of 
production. Evenif he did know, or at least did fear, that his costs 
would rise above market price, or that market price would fall below 
his costs, he might nevertheless have stayed in business, because he 
might have suffered greater loss by giving up than by hanging on. 
Let us take the case of C at his last successful moment with an 80,000- 
car plant run at capacity. His costs are $820. Market price is 
$825. He is making profits of 80,000 times $5, or $400,000 a year. 
If he decides not to expand, and his competitors do expand until 
total production reaches 360,000 cars, prices according to our de- 
mand schedule will have fallen to $650, while his costs remain at 
$820. He will be losing at the rate of $170 times 80,000, or $13,600,- 
000 a year. If he does expand, and manages to get his share — one 
third of the business — and produces 120,000 cars at a cost of $700, 
and sells them at $650, he loses only $50 a car, or $6,000,000 a year. 
If he decides not to expand, and then closes down his plant rather 
than operate at a loss, his indirect costs on the 80,000-car plant con- 
tinue. We have assumed them to represent twenty-five per cent of 
the total costs of $820 a car, or $205 a car. In the aggregate then 
they amount to 80,000 times $205, or $16,400,000 a year. If he de- 
cides to sell his plant he will have to sell it at a great loss, since as 
an automobile manufacturing plant it is‘a money-loser, with little 
prospect of earning a return on money invested in it. For other 
purposes it might be worth even less. With a turn for the better in 
the automobile business, such as might result from a general de- 
crease in costs, or a great increase in demand for cars, he might hope 
once more to make such large profits that he could sell his business 
for $100,000,000. If he sells when he is producing cars at a price 
that little more than covers direct costs, with barely enough left 
over to take care of depreciation and taxes, he might not get even 
$10,000,000 for it. If he had borrowed capital in excess of $10,000,000, 
he might not even be able to meet the claims of all his creditors. 
He would be bankrupt. All things considered it might be by far 
the wisest policy, under such circumstances, to keep on expanding 
at a loss. 

The position of B might in time become as desperate as that of C 
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under our assumed case of just three competitors. If there were 
more than three varying in ability, and with varying costs as a result 
of varying ability, the least able would eventually be forced out with 
great loss. The longer they held on and expanded in the face of in- 
creasing difficulties, the greater would be the final inevitable smash. 
If anumber of the more efficient producers still left toward the end of 
the competitive struggle were about equal in ability, they might con- 
tinue to expand until the market price fell below the costs of every 
one of them, and until all were involved in ruin. Each would be in 
the position of losing some money if he expanded production, but of 
losing more if he did not expand, or if he closed down his plant. 

In industries operating under conditions of decreasing cost and 
in which indirect costs are important, competition is thus likely to 
be extremely severe, and is sometimes called cut-throat competition. 
Such severe competition, threatening ruin to most or all of the pro- 
ducers, is a strong incentive to agreements in restraint of competi- 
tion, restriction of output, or monopoly. 

15. The cost of the extra units. One phase of the subject of de- 
creasing and indirect costs has not yet been considered. It can be 
explained most readily by a concrete example. If A produces 40,000 
cars in an 80,000-car capacity plant, at an average cost of $100@ 
each, or a total cost of $40,000,000, and can produce 80,000 cars in 
the same plant at an average cost of $720 each, or a total cost of 
$57,600,000, then the extra 40,000 cars cost only $17,600,000, or 
$440 each. If the producer could keep on selling his first 40,000 at 
$1000 or more each, he would make a profit on the other 40,000 at 
any price above $440. In the case of any freely transferable good, 
like an automobile, it is not possible for producers to maintain two 
prices for different parts of the supply, and this matter of the extra 
cost for the extra units is of minor importance. Producers are not 
likely to offer for sale part of the supply at the price that just covers 
the additional costs of producing the additional units. 

In the transportation industry, which sells services rather than 
transferable goods, it is possible to maintain for a time two prices 
for the same service sold to different patrons. In order to get ad- 
ditional traffic, railroads with plant and equipment only partly 
utilized have at times made secret lower rates to some shippers to 
draw traffic from competing lines. Since in railroading indirect 
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costs are greater than direct costs, and since the direct costs — the 
extra cost — of hauling an extra car are very small, railroads have 
often agreed to take some traffic at ridiculously low rates, so low, in 
fact, that if all their traffic had been given equally low rates, they 
would soon have been ruined. A little of that sort of thing seemed 
to the railroad men a good device to increase their total profit. But 
when one railroad by these low rates drew traffic from another, and 
the other in retaliation made similar low rates to bring the traffic 
back, and these very low rates were made to many shippers on a 
considerable proportion of all the traffic, then both roads were soon 
on the way to ruin. Such conditions actually developed on a large 
scale in American railroads and forced some railroads into bank- 
ruptcy. The term “cut-throat competition” applies with particular 
force to railroad competition as it develops without government 
regulation of rates, when several roads with plants operated at much 
less than capacity operate in the same territory under free competi- 
tion. This subject will be discussed in more detail in Chapter 
XVIII. 


EXERCISES 


1. Why can a large manufacturing plant run at full capacity produce at lower 
cost than a small plant run at full capacity? Why may a small plant run 
at full capacity produce at lower cost than a large plant run at less than 
capacity? 

2. When a manufacturer doubles the size of his plant does he ordinarily reduce 
his cost of production per unit at once? in the long run? Why, or why not? 

3. When a number of manufacturers are competing with one another in the 
sale of their product, each of them having a heavy investment in plant and 
equipment, why are they likely to expand output and cut prices? Will the 
expansion in output and cutting of prices cease when prices fall below the 
costs of production of the least efficient? of the majority of them? of all of 
them? Why, or why not? 

4, Explain and illustrate graphically the effects of uneven expansion of plant 
capacity and output. 
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CHAPTER XV 
MONOPOLY AND MONOPOLY PRICE 


I. Business men and the dragon of competition. In Chapters 
VIII to XIV, in which we traced the relation between costs and 
price, we assumed competitive conditions, and it was shown that 
under competitive conditions market price tends to fall to or below 
the costs of some or even of all the producers. As long as producers 
are making profits they tend to expand in order to increase their 
profits. Unless the demand for their product increases as rapidly as 
the supply, the price falls, first below the costs of the least efficient, 
then below the costs of more and more efficient producers, and in 
some cases below the costs of all producers, particularly when they 
are operating under conditions of decreasing cost and with heavy in- 
direct costs. There are then thousands of business men who fail 
every year in.a country as large as the United States. Dun’s Review 
reported 20,615 failures for 1924, with liabilities of $543,225,000 and 
an average number of failures for the four years 1921-24, of 20,665. 
Many thousands more manage to stave off failure only with the 
greatest difficulty. To these men competition must seem to be a 
horrible monster between whose two remorseless jaws of falling 
prices and rising costs their business ventures are ground to pieces. 
They long for a Saint George to slay the dragon so that they may go 
about their business in peace and gather in their profits without risk. 
And if no valiant champion appears to fight their battles for them, 
they do not hesitate, if we may change the metaphor, to bell the cat 
themselves. Frequently some groups of business men persuade 
the Government to slay the dragon of competition, or at least to 
afford some protection against the monster by means of protective 
tariffs, subsidies, bounties, or other similar government devices. 
When the Government is unable or unwilling to play the part of 
Saint George, and business men find competitive conditions in- 
tolerable, they often strive to end them by various kinds of agree- 
ments or organizations to maintain prices above costs of production. 
Prices can be so maintained only by control of the whole supply or 
of a very large part of the whole supply in the hands of one man or 
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a group of men acting in concert. When supply is so controlled we 
have monopoly. 

2. Agreements to maintain price and to restrict output. Mono- 
poly may be the direct result of the pressure of competition, or it 
may be the result of other causes. Consider first the monopoly that 
grows naturally out of competition. Conceivably it might be 
achieved in various ways. If all the competitors in a given industry, 
let us say the sugar industry, agree with one another that they will 
not sell any sugar for less than a given price — let us say ten cents a 
pound, a price above the cost of production of even the least efficient 
producer — then we have a monopoly of sugar until the agreement is 
broken or new competitors enter the field. This sort of agreement 
is very likely to be broken, however. There will be some producers 
tempted by the high price to expand production and to try to sell 
more than before. They will find it difficult to expand sales at the 
high price and will secretly cut the price below the agreed-upon 
monopoly price, still getting more, however, than the previous com- 
petitive price. The price-cutters will speedily gobble up the business 
and leave the producers more faithful to the agreement with their 
sugar unsold and their business demoralized. Such an agreement 
to maintain prices has a better chance to succeed if the producers 
agree in advance upon the quantity each is to produce, and this 
must be less than each produced before if all is to be sold at the 
higher price. This is in accordance with the law of diminishing 
vendibility. Less can be sold at a higher price than at a lower price. 
Even then, however, the agreement is not likely to be kept by all. 
Some will produce more than their allotment, and, in trying to dis- 
pose of their product, will secretly cut the price. 

A monopoly device that works somewhat more successfully than 
simple agreements to maintain prices or restrict output is found in 
the central sales agency. All producers agree to turn their total out- 
put over to a central sales agency through which alone buyers may 
buy, and if any producers sell to outsiders they must pay part of 
the price received to the central sales agency to be distributed 
among other members of the organization of producers. Still an- 
other device is for competing producers to agree on a division of the 
territory in which they sell — each producer having some territory 
reserved for himself. Still other devices of a similar kind have been 
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used, but will not be discussed here, since an exhaustive discussion 
of the subject of all sorts of business combinations to maintain 
prices and restrict competition is possible only in a book devoted to 
that subject alone. It will suffice for our purpose here to point out 
that those already mentioned represent some of the various devices 
for maintaining prices above the competitive level without tak- 
ing the trouble to get absolute control of the various business 
establishments in the industry into the hands of one business con- 
cern. All such attempts at monopoly have in the past proved less 
successful than those based upon ownership or control of most or all 
of the producing plants in the industry by one business concern or 
by one small group of business men very closely associated. 

3. Horizontal and vertical combinations and their advantages. 
In those industries in which pronounced internal economies of large- 
scale production occur, there has been a strong tendency during the 
latter part of the nineteenth and the early part of the present century 
for the business establishments to grow larger in size and fewer in 
number. There has been a tendency also for several of these large 
plants to be combined under common ownership and management. 
The combination movement has taken two forms, commonly re- 
ferred to as “horizontal” and ‘‘ vertical.’”’ By horizontal combination 
is meant the combination of two or more formerly competing plants 
under one management. For example, Smith, Brown, and Jones, 
each owns a large sugar refinery, and they are competing with one 
another in the sale of sugar. Smith buys out Brown and Jones, and 
thereafter manages all three plants himself. For Smith this has two 
advantages. In the first place it lessens competition. In the second 
place he is able to achieve certain economies — which may be called 
economies of large-scale management. He can operate the three 
plants more cheaply than they were operated before because he can 
standardize the machinery used. He can buy his machinery, ma- 
terials, and supplies more cheaply because he buys in larger quanti- 
ties. Ifthe three plants are located in different parts of the country, 
at Baltimore, New York, and San Francisco, he can buy raw ma- 
terials for each at the nearest market and sell the product of each in 
its own adjacent territory, and thus save freight charges. Further- 
more, if he develops improved processes in one plant he can imme- 
diately adopt them in the other plants. If business gets slack he 
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can close down the least efficient plant and operate the other two 
at capacity instead of running all three at about two thirds of 
capacity, and gain something in reduction of costs from this source. 

By vertical combination is meant the combination under one 
management of two or more plants devoted to different stages of 
manufacture of the same product. For example, Johnson owns a 
deposit of iron ore and is selling ore to Thompson, who uses it in his 
iron and steel plant. The ore is shipped over a railroad owned by 
Simpson. Thompson buys out Johnson and Simpson. He thus 
assures himself an abundant supply of iron ore and avoids the risk 
of having to pay exorbitant prices later, or the risk of having some 
competitor get control of his only available sources of supply and 
forcing him out of business. By getting control of the railroad he 
protects himself from unreasonable freight charges, of which there 
is some danger unless he is protected by government regulation of 
railway rates. He might go further and buy up plants for turning 
his crude iron and steel products into more highly finished products 
such as wire, nails, steel rails, iron pipes, etc., articles which he could 
manufacture to good advantage because assured of a good supply of 
raw materials at cost of production. In many of our manufacturing 
industries in which large-scale production has developed, both 
horizontal and vertical combination have taken place on a large 
scale, as in the sugar, iron and steel, tobacco, harvesting machinery, 
oil, and other industries. 

4. Desire for monopoly often the chief motive for combination. 
It has been stated that horizontal combination has two advantages. 
It lessens competition and it reduces costs of production. The 
economies of large-scale management may be substantial, but the 
chief motive leading to combination has often been the desire to re- 
strict competition and if possible to achieve monopoly, to the end 
that price could be raised above the competitive level. The de- 
vice of combination has proved to be the most effective means by 
which business men have been able to achieve monopoly. All 
monopolistic devices, whether simple price agreements, pools, or 
combination monopolies, succeed most easily when the number of 
previously competing concerns is small — that is, they succeed best 
in industries in which large-scale production has developed, as in 
manufacturing, mining, and railroad and ocean transportation. In 
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agriculture, in which large-scale production has made little progress, 
there have been few successful attempts at maintaining prices above 
the competitive level through agreements among producers or com- 
bination of producing plants. 

5. Complete monopoly in manufacturing almost impossible. 
Complete monopoly even in manufacturing is almost impossible to 
achieve. Always some independent producer is likely to remain out- 
side the combination, or some new producer to enter the field 
tempted by the high prices that an established monopoly usually 
maintains. But to maintain prices above the competitive level 
absolute monopoly is not essential. It is only necessary that the 
dominant producer control a large enough part of total output so 
that when it reduces output its reduction materially affects the total 
output and the price. Control of even fifty per cent of the total out- 
put gives the dominant concern some control over price, since for 
each ten per cent it cuts down its own output it cuts down the total 
output five per cent, and thus according to the principle of diminish- 
ing vendibility increases the price it can get for its product. There 
are numerous examples of manufacturing industries in the United 
States in which at some time or other some one concern has controlled 
more than fifty per cent of the total output. We may mention the 
Standard Oil Company, the American Tobacco Company, the 
United States Steel Corporation, the American Sugar Refining 
Company, and the National Cash Register Company. 

6. Difficulty of maintaining prices without complete monopoly. 
Although complete control of the total supply is not essential to 
maintaining price above the competitive level, the lack of such 
control makes the monopolist’s position very insecure. When he 
restricts output in his own plants and thus brings about a rise in 
price, his small competitors are likely to take advantage of the rise 
to increase their output and their profits. This naturally decreases 
the percentage of total output controlled by the monopolist and 
weakens his control over prices. Furthermore, in so far as he suc- 
ceeds in maintaining price above cost for any considerable time he 
encourages new producers to enter the field. Thus his position is 
gradually undermined. If he controlled ninety per cent of the out- 
put, his control drops to eighty per cent, to seventy, to sixty and 
finally below fifty per cent, and his power to maintain prices is 
gradually lost. 
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To maintain his control the monopolist resorts to various prac- 
tices — some fair and some foul. Strong independent plants that 
threaten to expand are bought up. If the owners refuse to sell at a 
fair price, unfair methods of competition may be used against them. 
The monopoly may refuse to sell its products to merchants who 
handle the products of the small competitors, and the merchants 
who cannot do business successfully without the product of the 
monopoly cease buying from the independents. The monopoly may 
make exclusive contracts with machine manufacturers so that the 
independent concerns cannot get machines which they must have 
for successful production. If the business of the independent pro- 
ducer is largely localized in one section of the country, as is often 
the case, the monopoly may resort to local price-cutting, selling its 
product in that section below cost until the local producer fails, 
meanwhile making profits in other sections of the country. These 
and many other devices have been used by most of the industrial 
monopolies that have developed in the United States. If the 
monopoly cannot buy up or drive its competitors out of business, it 
tries to come to an agreement with them to restrict the total quantity 
produced and to maintain prices. If the number of competitors is 
comparatively small, these agreements may be kept over consider- 
able periods of time. : 

7. Reasons for doubting that monopolists produce more economi- 
cally than competitors. Sometimes these large monopolistic com- 
binations are defended on the ground that they reduce cost of pro- 
duction through various economies of large-scale management, and 
are thus able to sell at lower prices than a large number of smaller 
competing establishments. If this were true, then they might be 
socially desirable because they would be increasing the quantity of 
goods produced with a given amount of human labor, and this is a 
desirable thing. Parenthetically we may remark that even if they 
did achieve these desirable results, they might still be socially unde- 
sirable because they put enormous power over others into the hands 
of afew men. It is frequently asserted that a small group of men in 
control of our large industrial corporations is more powerful than our 
government officials and controls our Government. Now it is not 
desirable that a small group of business men should control our Gov- 
ernment, nor even that they should be in a position that generates 
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the suspicion that they do control it. But, returning to our main 
argument, there are reasons for doubting that monopolistic combina- 
tions produce more economically and sell more cheaply than compe- 
titive business establishments. If they could produce at lower costs 
they would not need to resort to abominably unfair and dishonest 
practices to force competitors out of business, as most of them have 
done. That they sell at lower prices than would prevail under com- 
petition is extremely doubtful. In so far as statistics throw light on 
the matter, they tend to show, on the contrary, that when a mono- 
poly gets control prices go up. The economies that come from 
vertical and horizontal combination can be realized without mono- 
poly. In our large industries there is room for several such combi- 
nations to operate side by side on a competitive basis. 

8. Monopoly avoids certain wastes of competition. Something , 
can be said in favor of monopolies, whether they be of the variety 
based on ownership and control of most of the plants in a whole 
industry by one or a few men, or whether they be of the looser type | 
represented by agreements among several or many producers to re- 
strict output and maintain prices. They tend to prevent a certain 
amount of waste. Under competition there are always business 
establishments being built up which are doomed to failure, and when 
they fail a large part of the labor expended on them and the materi- 
als used in them are found to have been wasted. Under competition 
there is much unnecessary duplication of plants and a tendency for 
the number of producing plants erected to be greater than is neces- 
sary to supply the wants of the people for various kinds of goods. 
There is a tendency for some goods to be produced in larger quan- 
tities than are required at certain times in certain places. Conse- 
quently it is necessary to scrap, to sell at a sacrifice, to put to uses 
for which they were not designed — in a large degree to waste — 
both producing plants and product. Under competition producers 
rarely know in advance how large a quantity of product they can 
sell at a price that will cover cost of production. To know that, 
they would need to know not only what the total demand would 
be at a price that would cover their own costs, but also the total 
supply produced by all their competitors. The best that producers 
can do under such circumstances is to make shrewd guesses as to 
total demand and total supply of all their competitors, and guess 
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at their own costs and at the market price that will prevail after 
they have produced. Some of them can of course contract with 
buyers who agree to take their output at a stated price. But the 
risk which the seller thus escapes the buyer assumes. Now it may 
be urged in favor of monopoly or monopolistic agreements among 
many producers that by these devices some of the wastes of com- 
petition may be avoided. The monopolistic organization makes a 
survey of the quantity of product that will probably be demanded 
at a price that will cover cost of production with a fair profit left 
over for producers. Then production is restricted to that quantity. 
Thus waste in extension of plants and in manufacture of product is 
largely avoided. 

9. But monopoly leads to greater wastes. There are certain weak 
points in this argument in favor of monopolies and monopolistic 
agreements. It is very well to determine the quantity required by 
the people. But the quantity required, or the quantity that will be 
demanded, depends upon the price. The monopolists are likely to 
fix this price at a level that represents a fair profit,! and they are 
themselves the judge of what constitutes a fair profit. The price is 
likely to be unduly high. The demand will then be low. Produc- 
tion will then have to be curtailed. Less of the product will be 
turned out than under competition. If only one industry applies 
this system the producers in that industry benefit. They are as- 
sured of profits. They are largely relieved of risk. But all other 
people pay higher prices for the product. . The products of one 
industry become the costs of another. If some industries are mo- 
nopolized and others are not, the non-monopolized industries find 
their costs increasing without a corresponding increase in the price 
of their products. More producers in the non-monopolized indus- 
tries will fail than before. Monopolistic agreements are likely to 
develop in one industry after another. They become necessary in 
self-defense. They are likely to develop even in agriculture, the 
stock industry of small-scale production and many producers spread 
over @ wide area, under conditions that make monopolistic agree- 

1 When monopolists restrict output and raise price above the competitive level to 


increase their net gain, this net gain does not represent true profit in the sense of re- 
turn for business ability and assumption of risk. It may more truly be called 


‘ 


“monopoly gain.’”’ Since the term ‘monopoly gain” is a little awkward, the term 
“profit’’ is used in this chapter instead. 


MONOPOLY AND MONOPOLY PRICE 269 


ments hard to achieve and maintain. Once most or all industries 
are organized on a monopolistic basis with prices fixed at cost plus a 
‘fair profit,” the original monopolists find that their costs are much 
increased. They must raise prices once more and curtail output 
further, and so a new cycle of price-raising and restriction of out- 
put becomes a probability. Thus the natural result of a monopolis- 
tic policy that curtails output to a point permitting the product to 
be sold at cost plus a “fair profit” is a general restriction of output 
by all industries in turn, and then further restriction, and still fur- 
ther restriction, until, if the system does not break down before, we 
have the absurd result that all producers are producing scarcely any- 
thing so that all may sell at cost plus profit. With the ideals of the 
monopolist universally and thoroughly applied, all would be in rags, 
hungry, living in shacks, barely existing for lack of goods, since re- 
striction of output — the basis of monopolistic prosperity — could 
yield no other logical result. 

Another weakness of the monopolistic and restrictive system 
becomes apparent when a large number of producers of varying 
degrees of efficiency is kept in business. The price must be high 
enough to cover the costs of the least efficient — those who would 
fail under competition. The more able — those who could expand 
at lower costs and sell at lower prices — must refrain from expand- 
ing in order to maintain prices for the incompetents. This repre- 
sents a source of waste that probably more than offsets the gains 
achieved in the way of elimination of waste discussed in the fore- 
going section. 

to. Use of statistics to avoid wastes of competition. There 
seems to be possible a happy medium between large numbers of 
producers turning out goods blindly without adequate knowledge 
about the quantity they are likely to be able to sell at a price cover- 
ing cost of production and such vicious monopolistic practices as 
those outlined. Producers could be kept informed by a centralized 
statistical agency gathering facts about each industry and dissemi- 
nating among producers information on past demand, supply, and 
prices, on present plant capacity, probable future demand and sup- 
ply, and probable future costs and prices. This statistical agency 
should preferably be a government bureau operated on an efficient 
basis, and capable, like a business organization, of publishing its 
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statistics promptly, and not, as sometimes happens with govern- 
ment publications, a year or two after their period of usefulness has 
expired. A good start along this line has already been made by our 
Department of Commerce at Washington. Such a service would 
eliminate many of the wastes of competition without generating the 
worse wastes of monopoly. Such statistics have been published by 
associations of business men called ‘‘open price associations.” 
Open price associations, however, may be used readily to cloak 
monopolistic agreements to maintain prices and restrict output, and 
seem to have been so used in some cases. In some instances the 
activities of such open price associations have been found to be un- 
lawful, but in two recent cases, known as the “maple flooring and 
cement cases”’ their activities have been held by the United States 
Supreme Court to be lawful within limits. 

11. Monopolies not resulting from pressure of competition. Let 
us now turn from a consideration of monopolies and monopolistic 
agreements that grow out of competition to a consideration of mo- 
nopolies that do not grow out of competition, but are brought into 
existence by other causes. Among these other causes are patents, 
copyrights, trademarks, special franchises, technical conditions, and 
limited natural resources. Governments, in order to encourage in- 
vention, grant patents to inventors. That is, they give the in- 
ventor, or any one to whom he assigns the right to his invention, 
the exclusive right to manufacture the article invented for a limited 
number of years. A monopoly based on such an exclusive privilege 
to manufacture may be called a legal monopoly. Unlike the 
monopolies we have been discussing, it has the support of the Gov- 
ernment, whereas in the United States such monopolies as we have 
been considering are likely to be prosecuted by the Government as 
combinations in restraint of trade. Since patents are granted for a 
limited number of years monopolies based on them are temporary in 
character. However, a firm may keep exclusive control of some 
article almost indefinitely by judiciously inventing improvements on 
it about the time the patent expires. Monopolies not based pri- 
marily on patents often use patents as a means of maintaining their 
position and of preventing the growth of competition by acquiring 
exclusive rights to use of machines and devices patented by others. 

A copyright, like a patent, represents a legal monopoly, but its use 
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is limited to one industry — the publishing business. Copyrights 
are granted to encourage the development of literature and the 
publication of other works not of a literary nature. Monopoly of 
this kind is limited in its scope, since no one publisher is given a 
monopoly of printing, but merely an exclusive right to publish 
designated books, articles, music, ete. Any reader may buy books, 
just as good, perhaps, from some other publisher, if any one pub- 
lisher attempts to charge exorbitant prices. Practically no one 
questions the desirability of giving such copyrights. Unless pro- 
tected by a copyright no publisher could afford to pay an author 
royalties on his work, since other publishers could immediately buy 
a copy and begin duplicating the first publisher’s product without 
paying anything for the privilege. Without pay most writers will 
not write. 

Trademarks are legally protected symbols, labels, or names, by 
which the holder’s goods may be identified and of which he has the 
exclusive use. Others may manufacture an identical article, but 
may not use the same symbol, label, or name. The use of trade- 
marks protects the manufacturer who has built up a reputation. 
either by advertising or otherwise, for producing a good product 
from having his product duplicated and sold under the same name 
by others. Only one concern sells Ivory Soap (‘It Floats’) and 
only one concern sells Gold Medal Flour (‘‘ Eventually, Why Not 
Now’’) and only one concern’s pancake flour is plainly related to 
Aunt Jemima. Trademarks are used by monopolies to help main- 
tain their position, but no one could reasonably object to a manu- 
facturer’s being given the exclusive right to call his product by the 
name he has invented and made favorably known. 

12. Public utility franchises. Quite different in purpose and 
results from patents, copyrights, and trademarks are special or 
exclusive franchises given to public utility companies, such as street 
railway, gas, electric light and power, and water companies. Such 
concerns necessarily use public highways and city streets: as a 
means of doing business. The street railway must lay its tracks 
down the street. Gas and water companies must lay their pipes 
along the streets to reach the homes of their customers. Electric 
light and power cables are strung along streets and highways. Such 
concerns must therefore apply to state or local governments for the 
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right to build their lines. The right to the use of public property for 
this purpose is a special franchise. Generally it is made an exclusive 
franchise for the simple reason that one water line, or gas line, or 
street railway on one street is enough to serve the people’s needs, 
and more than one is too many because the extra line needlessly 
clutters up the street. Not only isit most economical and most con- 
venient to have only one such concern of a kind operating on the 
same street — the same rule holds with regard to an entire city. 
Even if there were two gas companies or two street railway com- 
panies in the same city, they could not compete with each other 
unless their lines ran on the same streets. They must go to their 
customers. Their customers do not come to them. They cannot 
deliver their services beyond the end of their lines. In this respect 
they differ from manufacturing plants or stores. Public utilities 
for the foregoing reasons then have generally a complete monopoly, 
local in nature. There are some exceptions. 

13. Local railroad traffic. Railroads might also be called a public 
utility, but they are usually not included under that head, first be- 
cause they are so important in size that they are in a class by them- 
selves, and second because their business differs in some respects 
from that of other public utilities. Railroads also are given right- 
of-way privileges, in the nature of a special franchise, but their 
business is only in part technically monopolistic like that of gas or 
light companies. Railroad traffic may be divided into two classes 
— local and through. On short hauls, or local traffic, railroads often 
have a monopoly, since there may be only the one line connecting two 
towns which are near together. But on through traffic there is natu- 
rally severe competition. For example, between Chicago and the At- 
lantic Ocean ports there were early four through lines of railroads — 
the New York Central, the Erie, the Pennsylvania, and the Balti- 
more and Ohio. Between practically any important city and any 
other there is more than one railroad. For this through traffic 
competition of the most severe type developed among the railroads, 
since, as already explained, railroads operate under conditions of de- 
creasing cost and with heavy indirect costs. So long as they had un- 
used plant capacity they were eager to gain additional traffic, since 
the few extra cars or the few extra trains could be handled with very 
little extra expense. The direct costs were small. The revenue from 


MONOPOLY AND MONOPOLY PRICE 273 


extra traffic represented almost pure gain. But when, as has been 
pointed out, the railroads to get the additional traffic from one an- 
other forced down rates on a very large part of their traffic to a level 
that only covered direct costs, their indirect costs were not covered 
and they were all headed for failure. This led to railroad consolida- 
tions and to various kinds of monopolistic agreements, as similar 
conditions led to monopoly in manufacturing. Railroad business, 
then, naturally monopolistic so far as local traffic is concerned, was 
soon on the way to become monopolistic as a whole through the 
pressure of competition. Railroads will be discussed in more detail 
in a later chapter in relation to government regulation. 

14. Control of limited natural resources. Some monopolies are 
based on control of limited natural resources. Examples of such 
monopolies are the diamond mines in Africa, the nitrate beds in 
Chile, and the anthracite coal deposits in Pennsylvania. It is con- 
ceivable that monopolies could get control also of the iron ore de- 
posits or the copper deposits of the world. But these are so exten- 
sive that no one business concern has seriously attempted anything 
of the kind. In the case of the diamond mines and the nitrate de- 
posits, control was fairly easily obtained because the diamond-bear- 
ing deposits and the nitrate deposits were limited in extent. Like- 
wise the anthracite coal deposits in Pennsylvania extend over only 
about four hundred square miles. 

15. Associations of businessmen. From the foregoing discussion 
it is evident that monopolistic rather than competitive conditions 
prevail over a very important part of the industrial field. In the 
public utility industries monopoly is almost complete and also in the 
local business of the railroads. In many important manufacturing 
and mining industries there is more or less monopolistic control over 
- output and prices. Not only are there large combinations within 
these industries which individually control a substantial part of the 
total output, but there are price and output agreements among the 
supposedly competing establishments. Some important mono- 
polies in manufacturing industries are maintained largely by means 
of patents and trademarks. Furthermore, in addition to the mono- 
polies discussed in the foregoing sections there are many national, 
state, and local associations of manufacturers, merchants, and other 
business men, which to a greater or less extent maintain price and 
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output agreements, and operate to maintain the prices of their 
products somewhat above the free competitive level. For these 
reasons it is worth while to consider the principles according to which 
prices are determined under monopolistic conditions, and to this 
subject of monopoly price we now turn. 

16. Aim of monopolists is greater net gain. We have been assum- 
ing in the course of the foregoing discussion that when monopolists 
get control of output and price, they restrict output and raise the 
price of their commodity. Here we will consider the basis of that 
assumption. It is obvious that monopolists strive for monopoly 
for a reason, and that reason is the possibility of greater gain for 
themselves. This greater gain can be obtained from three possible 
sources. Either the monopolists can obtain a larger share of the 
total business than before and make the same profits per unit of out- 
put; or they can by economies of monopolistic production reduce 
costs; or finally they can raise the price of their product. If the 
monopolists simply expand their proportion of the output, drive out 
their competitors, and neither reduce costs nor raise prices, we may 
view the matter with indifference from an economic standpoint, al- 
though the outcome may be undesirable from the social or political 
standpoint. If the monopolists gain from that source they do not 
interfere with the economic welfare of the country. If by monopoly 
they reduce costs and maintain existing prices for their product, 
they gain and nobody loses. The country as a whole gains, since its 
total wealth is increased by the extent of the monopolists’ extra 
gains. There is, unfortunately, good reason to believe, however, 
that monopolists generally try to reap gains, not merely from extend- 
ing their own business, or from reducing costs by economies of large- 
scale management, or elimination of wastes of competition, but by 
using their control over output to raise prices. There is statistical . 
evidence to support this view and in some cases it is fairly conclu- 
sive. Economic theory also supports the conclusion that monopo- 
lists, once in control, restrict output and raise prices. 

17. The law of monopoly price. We are not doing violence to the 
probabilities of the case if we assume that monopolists are self- 
interested persons seeking the greatest possible gains for themselves. 
Since the monopolist has control over the price of the product, we 
may then lay down as the law of monopoly price that the monopo- 
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list will aim to fix his price at the point which will yield him the 
greatest net gain. The monopolist cannot, however, charge any 
price he desires regardless of the quantity he throws on the market. 
He must reckon with the demand schedule for his product — with 
diminishing vendibility and marginal vendibility, just as competing 
producers must. He can, for example, refuse to sell an automobile 
to a poor man for less than $10,000, but he cannot make the poor 
man buy at that price. He cannot even make a poor man who is 
starving pay $100 for a loaf of bread unless the poor man has the 
$100. The poor man will starve and the monopolist’s bread will re- 
main unsold. The best the monopolist can do for himself is to 
estimate on the basis of past experience how many units of his 
product he would be likely to be able to sell at various prices, how 
much it would cost him to produce these various quantities, and then 
proceed to fix the price which might be calculated to give him the 
greatest net gain. We can illustrate the principle by a simple ex- 
ample. Suppose that the monopolist, taking all known factors into 
consideration, guessed that the demand schedule for his product and 
his costs of production for various quantities per unit would be as 
indicated in Table XXI. 


TasLe XXI. Cost, Pricz, AND Monopo.y Prorit 


































gies See ell esl ca 
100,000 $10 $200,000 
200,000 8 400,000 
300,000 7 600,000 
400,000 6 400,000 
500,000 5 0 
600,000 4.5 —300,000 





Let us assume that when the monopolist gets control of the 
industry the output is 500,000 units produced at a cost of $5, sold 
at $5, and yielding no profit. Let us assume that he cannot re- 
duce costs, and decides to raise the price in order to realize a profit, 
but demand is such that he cannot sell his total output of 500,000 
at more than $5, any more than could the former competing pro- 
ducers. He would then restrict output and raise the price as high 
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as the restricted output would permit. According to the table he 
eould sell 400,000 units at $7 a unit, but restricting output increases 
his costs to $6 a unit. We might assume that this is in part the 
result of higher indirect costs per unit as the existing plant becomes 
less fully utilized. His profits would then be $1 a unit, or $400,000. 
Further restriction of output increases his cost per unit, but per- 
mits a greater rise in price, so that when he produces 300,000 he 
makes a profit of $2 a unit, or $600,000. Still further restriction in 
output, he finds, increases his costs as rapidly as it permits a rise in 
price, so that his profits per unit remain the same and his total profits 
decline with output. His greatest net profit is obtained when he 
restricts output only to 300,000 units and raises prices to $9. For 
these 300,000 units buyers are paying more than for the 500,000 
units formerly produced. 

Let us digress for a moment from the main line of our discus- 
sion and note what would happen to our monopolist if because of 
monopolistic practices of other industries his cost were raised by 80 
per cent, as he raised the price of his product 80 per cent above the 
competitive level. Huis costs are $7 per unit. Add 80 per cent to 
that and we have $12.60. This brings his costs $3.60 above price, 
and he must restrict further to escape loss. Perhaps he could not 
even avoid loss by restriction. He would find that monopoly is a 
double-edged tool that may cut the fingers of the wielder. 

18. Conditions most favorable to raising prices and restricting 
output. To what extent it will pay the monopolist to restrict pro- 
duction and to raise price above the competitive level that prevailed 
before he got control depends upon conditions of demand and cost. 
As already indicated his total monopoly profits represent his profit 
per unit of output multiplied by the number of units produced and 
sold. If he finds that the demand is comparatively inelastic, that a 
considerable increase in the price reduces but little the quantity that 
can be sold, then it pays him to raise the price very high and sell what 
he can at the higher price. For example, if he can sell 1,000,000 
units produced at a cost of $5 at a price of $6, his profits are $1,000,000. 
If now he should find that by increasing the price to $8 he could still 
sell nearly as much as before, let us say 900,000 units, and if his costs 
remained $5 per unit, he would then be making profits of $3 each on 
900,000 units, or $2,700,000. If, however, he should find that when 
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he raised the price to $8 he could sell only 300,000 units, then it 
would not pay him to raise the price so high. He would then be 
making $3 a unit on 300,000 units, or $900,000, provided his costs 
remained the same per unit. That is to say a very elastic demand 
does not favor the monopolist in his attempt to raise prices. 

Now let us suppose again that he had been producing 1,000,000 
units at a cost of $5 and selling them at $6, and that he restricted 
output to 900,000 units, and found that he could get only $7 for that 
quantity, and that his costs per unit rose to $6. The advance in 
price would now be offset by the rise in costs and his profits per unit 
would remain as before, $1, and since his output would be smaller by 
100,000 units than before, his profits would be cut down by $100,000. 
On the other hand, if his costs per unit in producing the smaller 
number had remained the same or decreased, then he would have 
made a profit of $2 or more per unit on the 900,000 units instead of 
$1 a unit on 1,000,000. His profits would have risen from $1,000,000 
to $1,800,000 or more. That is to say, when a monopolist’s costs 
per unit fall as he expands output, or rise as he contracts, conditions 
are less favorable for raising price above the competitive level than 
when costs increase or remain the same per unit when he expands 
output. 

In brief, the conditions that favor the monopolist in raising prices 
above the competitive level are inelastic demand for his product and 
conditions of increasing costs. Conditions tending to discourage the 
monopolist from raising the price much above the competitive level 
are elastic demand and decreasing costs. Another way of stating 
these facts is this: When the amount by which price exceeds costs 
diminishes slowly or not at all as production is expanded, it pays the 
monopolist to expand rather than restrict output; when the amount 
by which price exceeds costs diminishes rapidly as production is 
expanded, it pays the monopolist to restrict output, and the more 
rapidly the spread between prices and costs diminishes as he expands 
the more it pays him to restrict, and the greater will be the difference 
between monopoly price and competitive price. 

19. Automobile monopolist compared with the wheat monopolist. 
In the case of automobiles we have an industry of decreasing costs 
and elastic demand. If it should fall into the hands of a monopoly, 
prices of automobiles would probably be higher than under compe- 


278 MONOPOLY AND MONOPOLY PRICE 


tition, but not so much higher as one might think. The monopolist, 
if he tried to raise prices, would find that the number he could sell 
would be greatly diminished. This would naturally lead to the 
production of a smaller number and the smaller number would cost 
more per car. It is a fortunate fact that most industries in which 
monopoly has been achieved wholly or in part are subject to such 
conditions of demand and cost that the monopolist finds it unprofita- 
ble to raise price radically above the competitive level. 

If, however, the wheat-growing industry should fall into the hands 
of a monopoly, the outcome would be different. The demand for 
wheat is inelastic. People must and will eat, and most people in 
advanced industrial countries want white bread badly enough to pay 
a good price for it rather than go without it. Wheat is produced 
under conditions of increasing cost. By refraining from producing 
the last few hundred million bushels the monopolist would cut out 
the most expensive bushels to produce. The reward for restricting 
output would be great. Price would be much above the competitive 
level and average cost would fall. 

20. Conditions favoring and not favoring raising prices far above 
competitive level graphically depicted. The principles stated in 
Section 19 and illustrated by the automobile and wheat industries 
may be graphically depicted as in Figures 8 and 9. In both figures 
price and cost are represented by distances along the line OY or lines 
parallel to it, and quantity produced is represented by distances 
along line OX or lines parallel to it. In both cases the quantity that 
would be produced under competition with demand as shown by the 
line DD’ would be the quantity Of, and the market price would be 
Op, or fp’, which would equal cost of production. 

But in Figure 8 the line SS’ represents the average cost of pro- 
duction, which decreases as output increases, as in the automobile 
industry, while in Figure 9 the line SS’ represents the cost of produc- 
tion of the most expensive unit produced, which rises as output in- 
creases, as in the wheat industry. It must be noted, however, that 
the costs indicated by the line SS’ of Figure 9 represent only costs 
of cultivation and marketing and do not include rent asa cost. If 
rent is added to cost, total costs per unit are the same for all units, 
and would be Op or fp’ when the quantity Of is demanded at the 
price that covers cost of production of the most expensive unit. 
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The triangular area Spp’ in Figure 9 would then represent the rent 
of the land used in producing the total supply. And the irregular — 
area OSp'f would represent costs of cultivation and marketing of the 
total crop. With this explanation of the figures in mind, let us note 
how they illustrate the effect of monopoly upon the quantity pro- 
duced and the market price. We assume for the sake of simplifying 
the problem that the monopolist’s costs in both cases are the same 
as competitive costs, when equal quantities are being produced.! 
Consider first Figure 8, representing an elastic demand and de- 
creasing costs. Under competitive conditions production would 
tend to expand until price fell to cost. It would tend to expand that 
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Figure 8. Monopony Price: Evastic DEMAND AND DrecrEASING Cost 


far for reasons given in Chapter XIV, and possibly farther, but not 
much farther, for this would mean ultimate ruin to the producers. 
We may say, in short, that production would tend to fluctuate about 
the quantity Of and the price would fluctuate about the price Op, or 
bye 

Under the same conditions of demand and cost, a monopolist 
might try to obtain a much higher price than Op, let us say Om. 
But at that high price the demand would be less than one third as 
great as at the price Op. This is the result of the elasticity of de- 

1 This leaves out of consideration a fact emphasized in earlier chapters, namely, 


that competitors do not have uniform costs of production, but this does not inval- 
idate the reasoning in our illustrative case. 
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mand, a change in price having a relatively great effect on the 
quantity demanded. At the same time his costs per unit would be 
much greater than if he were to expand and obtain the economies of 
large-scale production. We are assuming here that it is not a ques- 
tion of restricting an output already large, as Of, but of not increas- 
ing an output still small. If we were considering the case of restrict- 
ing an output already expanded to Of, the costs of producing the 
smaller quantity would be much increased per unit by the heavy 
burden of indirect costs resulting from the great investment in plant. 
But to return to our main argument, if he produced only the amount 
he could sell at Om, or the quantity Oa, his costs would be aa’. His 
profits per unit would be a’m’, and his total profits would be repre- 
sented by the small rectangle, mm’a’c. 

Obviously, it would pay him better to lower price to, say, On, at 
which price he could sell the quantity Ob, produced at the lower cost 
of bb’, or at a profit per unit of b’n’, and a total profit represented by 
the rectangle nn’b’c’, which is larger than the rectangle mm’a’c. 
Here, then, monopoly might not lead either to severe restriction of 
output or to a great increase in price as compared with competitive 
conditions. Figure 8 as drawn probably exaggerates rather than 
minimizes the restriction in output and the increase in price. 

Consider now how different is the situation represented by Figure 
9, showing an inelastic demand and increasing costs such as we have 
in the wheat industry. Under competition a demand as indicated 
by the line DD’ would call forth a supply of Of. Part of this supply 
would be produced at a cost for cultivation and marketing alone of 
Op, or fp’ per unit, but most of it would represent lower costs of that 
sort. But as already stated land on which wheat could be produced 
at less than the market price would command a rent which would be 
just sufficient to offset the difference in cost, so that for all producers, 
assuming them to be of equal ability, total cost, including rent, would 
be the same, namely, fp’. 

Suppose now that a monopoly acquired all the wheat land used to 
produce the quantity of wheat, Of, and suppose that it raised the 
price from Op to a much higher price, Om. The demand being in- 
elastic, the quantity sold would not be a great deal cut down, but 
only to Oa. The monopolist would thus make large profits. The 
profits resulting from restriction may readily be calculated from the 
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diagram as follows: The monopolist ceased to produce the quantity of 
wheat af, which he could have sold at the price fp’, or for a sum repre- 
sented by the rectangle afp’a’’. But he saved in expenses of culti- 
vation and marketing the amount represented by the irregular figure 
afp’a’. His net loss here, then, was merely the small amount repre- 
sented by the difference between these two figures, or a’’p’a’, or the 





x 





in 


Figure 9. Monorory Price: INELAsSTIC DEMAND AND INCREASING Cost 


rent on the unused land. Conceivably he might have avoided even 
this small loss by devoting the unused wheat land to other crops. 
To offset this possible loss, he gained an extra amount of pm per 
bushel on the quantity Oa, or a sum represented by the rectangle 
mm’'a''p. This rectangle is much greater than the small triangle 
a pak 

It would not have paid him to charge a much lower price, as On, 
and produce a larger quantity, as Ob, for in this case his profits would 
have been smaller, being represented, for reasons similar to those 
just given, by the difference between the rectangle nn’b’’p and the 
small triangle b’’p’b’. 

From Figure 9 it is apparent that considerable increase in price 
would follow if a wheat monopoly could be established. But a 
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wheat monopoly is quite unlikely soon to be established, except with 
the aid of the government, by reason of the extreme difficulty of acquir- 
ing control of a large enough proportion of land suitable for wheat 
growing to control output and price. In the absence of a high pro- 
tective tariff the wheat monopolist would need to control the wheat 
land in foreign countries as well as in his own. Similar difficulties 
would confront monopolies in other extractive industries based upon 
widespread natural resources. But with the increasing size of 
business combinations, often international in scope, such monopo- 
lies lie within the range of possible future developments. 

21. Conditions under which a monopolist would not raise price 
above competitive level. Although we may assume that a monopo- 
list, upon getting control of an industry formerly in competitive 
hands, will generally raise prices and then restrict output in order to 
dispose of all produced at the higher figure, there may possibly be 
cases in which it would not pay him to raise the price above the 
former level. If the monopolist found that when he raised price, 
sales fell off sharply, and that he had to restrict output sharply in 
order to sell all he produced, and that cost of production per unit 
rose more rapidly or even just as rapidly as price, either through the 
operation of the law of decreasing cost or of indirect costs, he would 
lose money by raising price. On the other hand if he found that a 
reduction in price greatly increased sales, and that the larger quan- 
tity produced reduced costs per unit more than the reduction in 
price, it would pay him to reduce price and expand rather than raise 
price and contract production. 

If there were no limits to the internal economies of large-scale pro- 
duction, and costs consistently declined with every increase in the 
size of the establishment under the same management, then the 
monopolist, provided he were as able as the former competitors in 
the industry, would always be able to reduce costs, since he would 
have a larger business than any of his predecessors. Conceivably 
he might gradually reduce prices, stimulate sales by the reductions 
in prices, cut costs by additional economies of large-scale production, 
and thus constantly increase his profits with every expansion in out- 
put. However, there are good reasons for believing that there are 
limits to the economies of large-scale production, and that these 
limits are reached in important industries long before the whole 
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industry or a major share of it has fallen into the hands of a single 
concern. In some cases plants acquired by monopolists are run less 
efficiently afterward than before. The fact that our great indus- 
trial monopolies have frequently used unfair methods of competi- 
tion, and that in the absence of such unfair devices, and some- 
times in spite of them, the independents have grown more rapidly 
than the dominant concern, lends color to the view that monopolists 
do not always produce more efficiently than the smaller competing 
plants. What statistics are available on the subject tend to confirm 
the conclusions reached by economic theory — that the monopolist 
gains more by raising prices above the competitive level and restrict- 
ing output than by reducing costs through superior management and 
by indefinitely increasing the economies of large-scale production and 
large-scale management. It is conceivable that monopolies might 
pursue a policy of enlightened self-interest and make no attempt to 
gain by raising prices above the competitive level by restriction of 
output, resting content with the gains achieved by economies of 
large-scale management. Such monopolies would not tend to re- 
duce the total quantity of goods produced and might even increase 
it. Therefore, they would not become enemies of the State and 
would not be likely to be prosecuted by the Government. The only 
evidence that we have of such a policy is that some of our trusts 
have apparently not raised prices as high and restricted output as 
much as they might have done had they so desired. 


EXERCISES 


1. What is meant by horizontal combination? by vertical combination? What 
advantages may be realized by such combinations? 

2. Because of internal economies of large-scale production a large plant can 
ordinarily manufacture more cheaply than a small plant. From this it 
may be argued that a single large producer having a monopoly of his pro- 
duct could produce at lower cost and sell at a lower price than any one of a 
number of competing concerns having smaller plants. What are the 
reasons for doubting that this is true? 

3. It is sometimes argued that unfettered competition among manufacturers 
results in waste, and that this waste could be eliminated by agreements 
among the producers to maintain prices at a level to yield fair profits and 
to restrict output to the amount that could be sold at those prices. Explain 
how competition causes waste, and how agreements to restrict output and 
maintain prices would prevent waste. Do you think that such agreements 
are socially desirable? Why or why not? 

4, On the basis of this chapter make a classification of monopolies. Compare 
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your classification with the one found in Ely’s Outlines of Economics and 
Taussig’s Principles of Economics. 

5. State the law of monopoly price. With the following demand schedule 
and conditions of cost, what would tend to be the amount produced and 
the market price under monopoly? Demonstrate why. 


QUANTITY PRODUCED 





Marker Cost PER 
Ree Daucus PRICE UNIT 
2 $200 $100 
3 180 90 
4 160 80 
am 140. 70. 
6 120 62 
7 100 55 
8 80 50 


6. If in the foregoing example cost per unit had increased as rapidly with in- 
crease in output as it is shown above to decrease, what would have been the 
quantity produced and the market price? 

For “References” for this chapter see end of Chapter XVI. 


CHAPTER XVI 


INDUSTRIAL MONOPOLIES AND GOVERNMENT 
CONTROL ! 


1. Monopolies and the Government. Of the various classes of 
monopolies discussed in the preceding chapter the three main types 
are: 

(1) Industrial monopolies that tend to grow up under the pressure 
of competition in industries operating under conditions of decreasing 
costs and bearing the burden of heavy indirect costs. 

(2) Public utilities, which because of their technical nature are 
generally given exclusive franchises and thus made lawful monopo- 
lies in the public interest. 

(3) Railroads, which in respect to through traffic are in a position 
similar to that which breeds monopolies in manufacturing industries, 
and in respect to local traffic in a position similar to that of public 
utilities — being monopolistic by very nature. 

Toward monopolies the people through their Government may 
take any one of four distinct attitudes: 

(1) They may undertake to destroy monopolies wherever possible, 
and to maintain competitive conditions by prosecution of all who 
attempt to restrain competition for the purpose of obtaining a 
monopoly, or monopolistic power. 

(2) They may tolerate private monopoly, or even encourage it, 
but regulate the profits of the monopolist through price control, or 
taxation, thus either protecting the public from the high prices which 
monopolists tend to charge, or obtaining through the monopoly 
public revenue making lighter taxes possible elsewhere. 

(3) They may operate the monopolistic industry as a state enter- 
prise, either with the idea of selling the product at cost, or possibly 
below cost, or with a view to using the state monopoly as a conven- 
ient engine of taxation. 

(4) They may pursue a hands-off policy permitting the private 

1 In writing this chapter the author has drawn upon various primary and secondary 


sources but must acknowledge special indebtedness to Eliot Jones, whose Trust 
EFroblem in the United States is the best book on this subject. 
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monopolist to operate his business in his own interest — a condition 
which would tend to lead to restriction of output, and a price con- 
siderably above the cost of production. 


In the United States no single policy has been applied to monopo- 
lies of all sorts, and in fact no consistent policy toward monopolies of 
any one of the three classes here to be considered. ‘To some extent 
all four of these distinct policies have been applied and one might 
say, in some cases, two or three of them have been applied to the 
same industry at the same time, to the bewilderment of the people 
in the industry and the general public. 

2. The common law and monopoly. The attitude of the Govern- 
ment toward monopoly in the United States may be discussed under 
three main heads, namely, common law, state statutes, and federal 
statutes. There seems to be a common impression that industrial 
monopolies were perfectly lawful before the enactment of the Sher- 
man Anti-Trust Act of 1890, and became liable to prosecution only 
after that date. However, there were some state statutes directed 
against industrial monopolies before that time, and under the com- 
mon law any combination or contract in restraint of trade was liable 
to be held unlawful by the courts if it was plainly against the public 
interest. The common law, perhaps it should be stated, consists of 
precedents based on custom found in decisions of English and 
American judges, which judges in later cases accept as the basis of 
their own decisions upon the lawfulness or unlawfulness of actions 
brought to their attention. Under this common law — inherited 
from England — our courts at various times have declared monopo- 
listic agreements or contracts in restraint of free competition unlaw- 
ful, and have thereby broken up such monopolistic organizations. 
The general principle running through most of these court decisions 
is that, although not all agreements or contracts among competing 
firms to restrict competition are unlawful, such agreements, con- 
tracts, or combinations do become unlawful if they become monopo- 
listic and tend to raise the price of their products. A few examples 
may be of interest. 

3. The cotton bagging case. Light firms selling cotton bagging, 
an article used by cotton planters, mutually agreed not to sell any 
bagging without the consent of the majority of the parties to the 
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agreement, under a penalty of ten dollars for every bale sold. One 
member sold 740 bales in violation of the agreement and the 
manager of the association brought suit against him for damages. 
The court held that the agreement was a combination in restraint of 
trade, with the intent and the effect of raising the price of India 
bagging and that it was against public policy. Therefore it could 
not be enforced in a court of justice. The reader should note that 
here the combination was not penalized, but merely rendered power- 
less to enforce legally its contracts with its own members. The 
cotton bagging case illustrates the essential weakness of a monopoly 
based on a simple agreement among independent firms to restrict 
output or sales, and thus to raise prices. The resulting higher 
prices represent a constant and almost irresistible temptation for 
some member of the association to violate the agreement in order to 
increase his own sales under favorable conditions. He is the more 
likely to yield to this temptation if he realizes that he cannot be 
penalized for doingso, andif he fears that other menibers may violate 
the contract even if he does not. 

4. The Standard Oil Company’s Trustee device. This fatal lack 
of control over its members of a monopolistic combination that does 
not own or legally control the business establishments forming the 
monopoly led to the development of more effective and durable 
monopolistic devices. One of these was the ‘‘trustee device,”’ in- 
vented, it is said, by an attorney of the Standard Oil Company of 
Ohio. This company, then owned and controlled by John D. 
Rockefeller and his associates, wanted to obtain a monopoly of the 
petroleum industry, and decided to use for this purpose the trustee 
device. The procedure was as follows: 

A board of trustees was established in 1882, and to these trustees 
the owners of the various plants to be combined assigned title to 
their property, including the property of the Standard Oil Company 
of Ohio. The various business organizations taken into the combi- 
nation included individual proprietorships, partnerships, and cor- 
porations. The owners of individual proprietorships and partner- 
ships and the stockholders of the corporations received, in exchange 
for the property turned over to the trustees, trust certificates, repre- 
senting claims to participation in the profits of the trust, as the 
combination was called. Each received certificates presumably in 
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proportion to the value of the property given up to the trustees. By 
this arrangement the board of trustees of the Standard Oil Trust ob- 
tained legal title to, or control of, all the plants concerned and these 
plants were thereafter operated under one management. Competi- 
tion among them no longer existed. The formerly independent con- 
cerns were brought into the combination either by persuasion, in- 
cluding the promise of large returns from their trust certificates, or 
by threats of being driven out of business by the competition of the 
dominant concern. Once in, they were no longer their own masters, 
but merely creatures controlled by the trust, which held legal title to 
their property. There was here no danger that some member of the 
combination would violate his agreement and wreck the enterprise. 
A little later the Sugar Trust, the Cotton Oil Trust, and other trusts 
were formed similar in form to the Standard Oil Trust. The country 
became alarmed at the rapid growth of monopolistic combinations 
during the eighties, and this led to the enactment of the Sherman 
Anti-Trust Act of 1890. 

5. The Oil Trust and Sugar Trust illegal under the common law. 
But before the Anti-Trust Act was brought to bear upon the trusts, 
they ran afoul of the common law. Suit having been brought 
against the Standard Oil Company of Ohio and the North River 
Sugar Refining Company of New York, a member of the Sugar 
Trust, the courts in both Ohio and New York held that such combi- 
nations were illegal. In the sugar case the court held that the North 
River Sugar Refining Company, a corporation chartered by the 
State of New York, had no power to surrender control of its affairs 
to a third party — the trust. The court properly gave no weight to 
the sophistical contention of the lawyers for the sugar company that 
it was the stockholders and not the corporation itself that turned 
the property over to the Trust. In the Ohio case, which came after 
the New York case, the court not only held that the contract with 
the trust was beyond the legal power of the Standard Oil Company, 
but also that the contract was unlawful in itself, since its object was 
to establish a virtual monopoly of the oil industry. All such associa- 
tions it declared to be contrary to public policy and void. 

6. Monopolistic corporations and the common law. Not only 
was the trustee device as an instrument of achieving monopoly held 
to be unlawful under the common law, but direct attempts by cor- 
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porations to obtain industrial monopolies also fell under the ban, as 
illustrated by the Diamond Match Company case, and the Distilling 
and Cattle Feeding Company case. In these cases and others 
similar to them, in which the monopolizing corporation became in- 
volved in lawsuits arising out of their contract, or otherwise, the 
courts held them to be unlawful enterprises and against sound public 
policy. Such monopolistic corporations were hampered in their 
enterprise by inability to enforce their contracts and by the liability 
of being deprived of their charters by the State. It appears, therefore, 
that the common law afforded the people of the United States con- 
siderable protection against monopolistic combinations. But as 
already stated alarm had been created by the rapid spread of 
monopoly and the people demanded positive action against the 
menace of high prices and restricted output of commodities. So 
Congress and the various state legislatures responded with anti- 
trust laws. 

7. The Sherman Anti-Trust Law. To keep this chapter within 
reasonable bounds we must confine our discussion of anti-trust legis- 
lation to the federal laws enacted, omitting from consideration the 
various state anti-trust laws. Since the state laws are in many re- 
spects similar to the national laws and of less far-reaching import- 
ance, this omission will not be of great consequence. We will begin 
with the Sherman Anti-Trust Act of 1890, which, like the Sherman 
Act providing for the purchase of silver bullion, passed in the same 
year, was named after Senator Sherman of Ohio. The purpose of 
the Sherman Anti-Trust Act was plainly to make illegal industrial 
monopolies, or combinations to repress competition, in such indus- 
tries as the oil, sugar, cotton oil, iron and steel, and to punish, by 
fine or imprisonment, or both, the guilty monopolists or conspirators. 
To insure the constitutionality of the law, however, it was so worded 
that it would be covered by the clause in the Constitution delegating 
to Congress the power to regulate interstate commerce. It was not 
monopoly or combination in the manufacturing industry that was 
made unlawful directly by the law, but rather restraint of trade or 
commerce among the several states. Section 1, which contains the 
gist of the law, reads as follows: 


Every contract, combination in the form of trust or otherwise, or con- 
spiracy, in restraint of trade or commerce among the several States, or with 


290 GOVERNMENT CONTROL OF MONOPOLIES 


foreign nations, is hereby declared illegal. Every person who shall make 
any such contract or engage in any such combination or conspiracy, shall 
be deemed guilty of a misdemeanor, and, on conviction thereof, shall be 
punished by fine not exceeding five thousand dollars, or by imprisonment 
not exceeding one year, or by both said punishments, in the discretion of the 
court. 

The fact that the law referred directly to restraint of trade or com- 
merce rather than to industrial monopoly, at which it was presum- 
ably aimed, led to some peculiar and probably unforeseen results, as 
we shall point out in later sections of this chapter. But before tak- 
ing up the discussion of the application of the Sherman Act, it will be 
necessary in the interest of a lucid presentation of that subject to 
note in broad outline the development of monopolistic tendencies in 
American industry after the common law court decisions holding il- 
legal such trusts as the Standard Oil Trust and the Sugar Trust. 

8. How the oil monopolists evaded the common law. First of all 
it should be noted that it is possible to break up by law the form of 
business organization under which a monopoly carries on without 
destroying the monopoly itself. This can be illustrated by the 
Standard Oil case. At the time of the unfavorable decision of the 
Ohio Supreme Court, the Standard Oil Trust, or, more precisely, 
the nine trustees of that trust, held title to the stocks of eighty-four 
companies, and had given in exchange for the property represented 
by these stocks 972,500 trust certificates or certificates of participa- 
tion in the profits of the trust. In order to comply with the law and 
still retain their monopoly, the trustees resorted to the following 
expedient: 

They turned over to twenty of their eighty-four companies the 
stocks of the other sixty-four. Then to dissolve the illegal trust they 
offered to trade to the holders of the trust certificates 1/972,500 part 
of the stocks of each of these twenty companies for each trust cer- 
tificate held. The logical result of this transaction was to leave the 
trustees of the dissolved trust in the control of twenty corporations, 
with no more competition and just as much monopoly as before, for 
two reasons. First, the trustees themselves were the largest owners 
of trust certificates and therefore became the largest stockholders in 
the twenty corporations. Secondly, those persons who owned only 
a few trust certificates received only a few 1/972,500 parts of the 
stock of each of the companies — in many cases only a fraction of 
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one share. On fractional shares those companies refused to pay 
dividends. Therefore these small holders of certificates kept them 
and retained their claims to the income of the shares of stock still 
held in trust for them by the trustees. As long as the trustees re- 
tained the stock belonging to the small holders they could vote such 
stock as theirown. These “unliquidated” shares of stock together 
with their own shares gave the nine trustees, as already stated, 
complete control of the twenty corporations which now held the 
property formerly combined in the trust. The trust had been 
“busted,” but the monopoly endured. 

Although the former trustees still retained their monopolistic 
power, jas the controlling stockholders in the corporations formerly 
constituting the trust, the monopoly was now in a more precarious 
condition. In the first place some of these large stockholders might 
dispose of their holdings to outsiders and thus the centralized control 
might be destroyed. In the second place the ‘ unliquidated ”’ shares 
of stock were a possible source of further legal trouble, since the 
State might hold that the trust still existed contrary to law. In the 
third place the Sherman Act might be applied to the twenty com- 
panies combined through common stock ownership as a combination 
in restraint of trade. For these reasons the Standard Oil people, and 
other persons desirous of maintaining or obtaining monopolistic 
power, were on the lookout for some device by means of which mo- 
nopoly might be achieved without the appearance of a “contract, 
combination in the form of trust or otherwise, or conspiracy, in re- 
straint of trade or commerce.” 

9. Holding companies and monopolistic property-owning corpora- 
tions. Two new devices were perfected and widely used during the 
nineties which the monopolists hoped would be beyond the reach of 
the common law and the anti-trust laws. One of these was a corpor- 
ation owning the stocks of, and thereby controlling, enough of the 
other corporations in the industry to give it monopoly power. The 
other was a corporation owning outright the real property of enough 
of the business establishments in an industry to give it monopoly 
power. Both of these classes of corporations became popularly 
known as “trusts,” although they were not really trusts at all, in the 
legal sense of the word. Legally, a trust is formed when one person 
turns over his property to another, the property to be managed by 
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the second, as trustee, in the interest of the first, who becomes the 
beneficiary of the trust, or often in the interest of some third party, 
who then becomes the beneficiary. The ordinary simple business 
trust is not a monopoly — as, for example, when a father places 
property in the hands of a trustee to be managed in the interest of 
his children, and such trusts are not illegal. It is only when the 
trustee device is used as it was in the Standard Oil case that it be- 
comes a monopoly and illegal. Just as a trust is not necessarily a 
monopoly, so is a monopoly not necessarily a trust. But because 
our earliest industrial monopolies were organized as trusts, people 
generally came to think of a trust as being a monopoly and of 
monopolies as being trusts. Hence in popular language we speak of 
trusts and the trust movement, when, if we used more precise lan- 
guage, we should speak of industrial monopolies and the monopoly 
movement in industry. 

10. The holding company an excellent monopolistic device. A 
corporation that owns the stocks of other corporations is called a 
“holding company.” Since a corporation is legally a person, and 
since any person who owns the majority of the common stock of a 
corporation can by voting that stock control the corporation, a hold- 
ing company needs to own merely a majority of the common stocks 
of the corporations it wishes to control. This being true, it is evi- 
dent that the holding company is a good device— provided only it 
is held to be legal—to acquire monopoly in any industry in which 
the corporation is the dominant form of business organization. Sup- 
pose, for example, that in a certain manufacturing industry there are 
ten large corporations which among them control ninety per cent 
of the output. Suppose that their total investment amounts to 
$1,000,000,000. Suppose further that they have raised most of their 
capital by the sale of bonds and preferred stock, and that the com- 
mon stock outstanding has an aggregate market value for all ten 
companies of $200,000,000. The holding company that wants to 
acquire control of these ten corporations would then need to invest 
only slightly more than $100,000,000 in the common stocks of the 
ten to obtain control of all of them, and thus to achieve almost com- 
plete monopoly of a $1,000,000,000 industry. The small group of 
men entering upon such an enterprise would not even require that 
much capital of their own. They might organize their own corpora- 
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tion — the holding company — with bonds, preferred stock, and 
common stock, and they could pay for some of the stocks to be 
bought with the bonds and preferred stock of their own company. 
Furthermore, they could part with some of the common stock of 
theirown company —they need only alittle over half of that to keep 
control. Theoretically the whole enterprise could be carried through 
with the investment of only a few million dollars of their own 
money. In actual practice, however, practical difficulties might be 
met which would require a larger sum than that just calculated, and 
in many cases the monopolists have invested substantial sums of 
their own money. Frequently the holding company buys not only 
a majority of the common stock of the acquired company, but 
practically all of it, and even the preferred stock and the bonds. 

When the holding company buys only enough of the common 
stock of another corporation to control it, the second still retains an 
independent existence as a corporation. The first is merely its larg- - 
est stockholder, and controls it as might any individual stockholder 
that held a majority of its stock. The controlled company is then 
called a subsidiary of the holding company. It has its own board of 
directors and officers, but these are of course men acceptable to the 
holding company. When the holding company acquires all the 
stocks of another corporation it may dissolve the other corporation. 
That is to say, as sole stockholder of the subsidiary, the holding cor- 
poration may vote to turn over the property of the subsidiary to it- 
self, and to manage it thereafter with its own board of directors with- 
out going through the formality of electing a board of directors for 
the subsidiary. If the holding company does this with all its sub- 
sidiary corporations, it becomes a property-owning corporation and 
is no longer a holding company. 

It is, of course, obvious that not every holding company need be a 
monopoly, or, in popular terminology, a trust. It becomes a 
monopoly only when it acquires control of a large enough part of the 
total output of the industry to control prices by limiting its own 
output. 

11. Holding companies and the corporation laws of New Jersey. 
Up to 1889 corporations ordinarily had no power to hold stock in 
other corporations. In some cases corporations got special permis- 
sion to buy stock in other corporations, but except in such cases the 
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holding company was unlawful. But by two laws, passed in 1889 
and 1893, the State of New Jersey so amended its corporation law 
that any corporation chartered by that State might become a hold- 
ing company. Since a corporation in this country may take out its 
charter from any State regardless of the State in which it carries on 
its business, these amendments to the New Jersey law opened the 
way to any corporation in the United States to become a holding 
company. Other States soon amended their corporation laws in 
similar fashion, so that this excellent monopolistic device, the hold- 
ing company, seemed to have received widespread legal sanction. 
Since 1889 the holding company has been widely utilized to bring 
about the combination of formerly independent corporations under 
one central management, in many cases merely to the end of secur- 
ing the economies of horizontal or vertical combination, but in not a 
few cases to the end of achieving control over output and price, or 
virtual monopoly. At the same time many such combinations, 
monopolistic or otherwise, have been effected by means of the 
property-owning corporation without the use of the holding com- 
pany device. 

According to Jones,! during the period 1887-1900 there were 
formed in the United States 235 industrial combinations with a 
capital of $1,000,000, or more, and with a total capitalization of 
$5,198,303,000. Of these 235 combinations he estimates that some- 
thing like sixty to seventy-five achieved a monopolistic position. 
The industries monopolized included tin plate, paper, linseed, shoe 
machinery, tobacco, salt, and various others. It remains to note 
the application of the Sherman Anti-Trust Act to these monopolistic 
conditions. Let us return then to consider that law in relation to 
industrial monopolies and to observe some of the peculiar results of 
that law referred to in a preceding section. For lack of space the 
discussion must be confined to a half-dozen cases, each of which 
illustrates a particular point in the application of the Sherman Act. 

12. American Sugar Refining Company case: monopoly of manu- 
facture held not to be in restraint of trade. In 1892 the American 
Sugar Refining Company, which had gained control over the pro- 
perty formerly controlled by the Sugar Trust, and thereby con- 
trolled sixty-five per cent of all the sugar refined in the United States, 

1 Jones, Trust Problem in the United States, p. 39. 
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had undertaken to obtain practically a complete monopoly of the 
sugar refining industry by purchasing control of the E. C. Knight 
Company and three other independent sugar refining companies. 
The American Sugar Refining Company had obtained its monopo- 
listic position by outright purchase of property rather than by own- 
ership of stocks of subsidiary companies. It was a property-owning 
trust rather than a holding-company trust. That control over these 
four additional companies gave it a virtual monopoly was evident to 
every one aware of the facts. But when the Government of the 
United States through the Attorney-General brought suit under the 
Sherman Act, the Supreme Court held that the Anti-Trust Act did 
not apply to monopolies directly as such, but only to combinations, 
contracts, and conspiracies to monopolize trade. The Court held 
that manufacture is not commerce, and that refining sugar in Penn- 
sylvania bore no direct relation to commerce among the States. 
This decision appeared to defeat the real purpose of the law and en- 
couraged the development of monopoly in other industries. But 
more careful preparation of evidence in later cases by more efficient 
Attorney-Generals led to more favorable results, as may be noted 
below. 

13. The Sherman Act applied to railroads — Trans-Missouri 
Freight Association case. A few years after the courts apparently 
had found that the Sherman Act did not apply to industrial monopo- 
lies against which it had obviously been framed, they found that it 
did apply to combinations of railroads against which it had not pri- 
marily been directed. A number of railroad companies had formed 
an association, known as the Trans-Missouri Freight Association. 
The purpose of this association was to maintain reasonable freight 
rates on interstate traffic in the Southwest. Because of the peculiar 
nature of railway competition such an agreement was not obviously 
against the best interests of the public and may in fact have been a 
good thing for the country. Nevertheless, the Government brought 
suit against the association on the ground that it was a combination 
in restraint of trade or commerce among the sevearl States, and 
therefore illegal under the Sherman Act. Obviously it was illegal 
according to the wording of that law. The railroad companies con- 
tended that the law did not apply to railroads, and that, even if it 
did, their agreement did not represent an unreasonable restraint of 
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trade. The Supreme Court in its decision in 1897 held not only that 
the law applied to railroads, but also that it covered all restraints of 
trade, whether reasonable or unreasonable. Obviously the Court 
was right, according to the wording of the law. This was merely the 
first of several cases in which the Sherman Act was successfully ap- 
plied to railroad combinations. 

14. The Sherman Act applied to labor organizations. One sec- 
tion of the Sherman Act provided that any person injured in his busi- 
ness or property by any other person by reason of anything forbid- 
den in that act might sue and recover threefold damages. Rather 
unexpectedly this clause was applied to a labor organization. The 
United Hatters of North America, a trade union, affiliated with the 
American Federation of Labor, organized a boycott against hats 
manufactured by a Mr. Loewe when he refused to employ none but 
union labor. Alleging that this boycott injured his business, Mr. 
Loewe brought suit for damages under the Sherman Act. The 
courts held that the law applied in this case, and threefold damages 
were awarded, which the members of the union had to pay. 

15. Standard Oil Company of New Jersey dissolved. It must 
not be supposed, however, that the Sherman Act was successfully 
applied only against labor organizations and railroad combinations, 
and not against industrial monopolies, at which it had been plainly 
aimed. The Federal Government has succeeded in a number of 
important cases in breaking up monopolistic combinations in the 
form of both holding companies and property-owning corporations. 
One of the most important cases was that of the Standard Oil 
Company of New Jersey. The Standard Oil Company of New 
Jersey was one of the twenty companies that fell heir to the property 
of the Standard Oil Trust after the trust had been declared illegal 
under the common law. When it became evident to the trustees of 
the former Standard Oil Trust that their combination might fall to 
pieces in fact as well as merely legally, they proceeded in 1899 to 
reorganize their New Jersey Company as a holding company under 
the amended corporation law of New Jersey. This concern then 
increased its capitalization by issuing $100,000,000 of common 
stock, and proceeded to exchange this stock for the stocks of the 
other nineteen corporations controlled by the trustees. Since the 
former trustees controlled the Standard Oil Company of New 
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Jersey, they made themselves directors of that company and as 
such controlled the other nineteen. By thus changing the name of 
their concern and its form of organization the Standard Oil mag- 
nates hoped to evade the law against monopoly. In this hope they 
were disappointed. 

The Government brought suit against the Standard Oil Company 
of New Jersey and its subsidiary companies, and the courts held 
that the Standard Oil Company was a combination in restraint of 
trade and ordered the combination todissolve. The dissolution was 
effected in 1911 by distributing among the shareholders of Stand- 
ard Oil of New Jersey the shares of stock of thirty-three of its sub- 
sidiaries, the distribution being made in proportion to the number of 
shares each stockholder held in the New Jersey Company. Here, 
as in the earlier case of the dissolution of the Standard Oil Trust, the 
form of organization was destroyed, while the monopoly continued, 
at least for several years. The reason was this: the small group of 
men who held the majority of the stock of the New Jersey holding 
company held, after the dissolution and distribution of the stocks, a 
majority of the stock of each subsidiary. There existed, therefore, 
such a ‘‘community of interests” among these separate companies 
that competition could not be expected to be vigorous. With the 
passing of years, however, it might be expected that the stocks of 
the various companies would pass into other hands, new blood be 
introduced into management, and competition spring up. Whether 
or not there is now competition among the various Standard Oil 
Companies, the growth of new independent companies has put the 
petroleum industry at least in part on a competitive basis. That 
much is evident from the gasoline price wars that have been waged 
in recent years. It must be added, however, that although there 
is some evidence of competition there is also considerable evidence 
of agreements to maintain prices. Competition is not unfettered. 

16. The tobacco combination dissolved. In 1907 suit was 
brought against the American Tobacco Company. The case was 
appealed from the Circuit Court to the Supreme Court, which in 
1911 ordered the dissolution of the tobacco combination, holding it 
to be in restraint of trade and to represent an attempt to monopo- 
lize the tobacco industry. The dissolution of this organization was, 
however, much more difficult than that of the Standard Oil Com- 
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pany. The tobacco combination had acquired monopolistic power 
in various branches of the tobacco industry, as in plug tobacco, 
cigarettes, smoking tobacco, snuff. Some of the companies con- 
trolled by the American Tobacco Company as a holding company 
themselves enjoyed monopolistic power in their own field, as pro- 
perty-owning ‘‘trusts.’””’ The American Tobacco Company itself 
owned manufacturing plants which gave it some degree of monopo- 
listic power aside from its control over other tobacco corporations 
through ownership of their stocks. The tobacco monopoly could, 
therefore, not be broken up even in appearance by compelling 
the holding company to distribute among its own stockholders the 
stock of the companies it controlled. Not only would there then 
have been that ‘‘community of interest”’ that was found among the 
various Standard Oil Companies after the dissolution of the Stan- 
dard Oil Company of New Jersey, but several of the constituent 
corporations of the combination would still have held monopolistic 
power in their own branches of the industry. In other words the 
Government had to deal with monopoly achieved by direct owner- 
ship of manufacturing plants as well as with monopoly achieved by 
the holding company device. The complicated details of the actual 
method of breaking up the monopolistic organization, including the 
formation of new corporations to take over various manufacturing 
plants held by the American Tobacco Company, cannot be given 
here. It must suffice to state that after the complicated proceedings 
of dissolution had been completed, there was difference of opinion 
as to whether or not the monopoly still survived through the com- 
mon interests, in the various pieces of the broken-up combination, 
of the very men who had controlled the combination. There was 
considerable evidence in favor of the view that the monopoly still 
endured. 

17. The United States Steel Corporation — A “Good Trust.” 
The Government brought suit against various other monopolistic 
corporations or combinations, and ordered the dissolution of several, 
including the Powder Trust, the Harvester Trust, the Glucose 
Trust, and the Meat Trust. In these cases, as in the two cases con- 
sidered in detail above, there was reason to doubt that the decrees 
of the courts restored competitive conditions. In all cases it has 
been found difficult to unscramble an egg. Where competition 
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has sprung up after monopoly has been achieved, it has been due at 
least in part to causes other than court decrees. 

It remains to consider briefly a case of a different sort from the 
foregoing. The Government brought suit against the United 
States Steel Corporation, which held a dominating position in the 
iron and steel industry, although it did not have a monopoly. Since 
it produced about half the total output, and since it made informal 
agreements with other large producers to maintain “stability” in 
the industry — that is, to restrict output and maintain prices 
above the competitive level — it did have monopolistic power. The 
Supreme Court in 1920, however, decided that it was not an illegal 
combination in restraint of trade. It was found to be, in the popu- 
lar language of the day, a ‘‘good” trust, not a “bad” trust. It 
stabilized competitive conditions and did not unreasonably restrain 
trade. The policy of the United States Steel Corporation during 
the six years since that decision seems to have justified the attitude 
of the Court. It has shown no marked tendency to restrict output 
or maintain prices far above a competitive level. Judge Gary, for 
many years the dominating personality in the Steel Corporation, 
urges publicly that iron and steel producers openly restrict output 
to the extent that will permit them to realize a fair return on their 
invested capital, and asks the coéperation of Government officials 
in keeping such restrictions “reasonable” and giving them the 
sanction of the law. It would be hazardous to state that such a 
policy of legalizing restraint of trade by the Government would 
work well. But such a policy does present interesting possibilities. 
If pursued intelligently and with moderation it might mean in the 
long run more iron and steel and lower prices than would result 
from alternate periods of destructive competition and unreasonable 
restraint of trade — from alternate periods of overproduction and 
underproduction. ‘If pursued intelligently and with moderation” 
is, however, a large qualification, a big ‘“‘if.”’ Still, such a policy may 
be more productive of good than that sort of prosecution of ‘‘trusts”’ 
which goes after the combinations with hammer and tongs and liter- 
ally tears them to shreds on the surface, but leaves underground 
connections which hold them intact. 

18. The Clayton Act. Twenty-four years after the enactment 
of the Sherman Anti-Trust Act two other laws, which may properly 
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be considered amendments to the earlier law, were passed. One 
of these was the Clayton Act, and the other the Federal Trade 
Commission Act. The main provisions of the Clayton Act are 
these: 

(1) It exempts labor and agricultural organizations from the 
operation of the anti-trust laws. 

(2) It limits the power of holding companies to acquire stock in 
other corporations for the purpose of repressing competition 
or creating monopoly, and limits the extent to which the same 
eroup of men may serve as directors of more than one bank or 
other corporation. 

(3) It prohibits certain trade practices classed as unfair methods 
of competition. 

The Clayton Act added very little to the effectiveness of our 
federal anti-trust legislation. The clauses enumerated above indi- 
cate that the law was framed in the light of twenty-four years of 
experience with the Sherman Act. It was designed to prevent 
prosecution of labor organizations for restraint of trade, as in the 
Danbury Hatters’ case; to encourage rather than to discourage 
combination among farmers, who had combined too little for their 
own good rather than too much for the public good; and to prevent 
more effectively than the Sherman Act the development of indus- 
trial monopolies and the unfair methods of competition by means 
of which large industrial combinations had commonly destroyed 
competition. It has not been particularly successful in accomplish- 
ing any of these purposes. The law has since again been applied to 
labor organizations, the farmers have not organized to stabilize 
production, and industrial combinations in restraint of trade have 
by no means disappeared from the land. 

19. The Federal Trade Commission. The Federal Trade Com- 
mission Act provided for the appointment by the President of the 
United States of a commission of five men primarily for the purpose 
of maintaining higher standards of competition in business. The 
Sommission has power to make investigations of the methods pur- 
sued by business concerns, and may call upon business organizations 
to submit to it statistical reports on their business operations. Bus- 
iness men may complain to the Commission if their competitors 
use unfair methods of competition to draw trade away from them, 
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and obtain relief through the Commission. The Federal Trade 
Commission has condemned as unfair methods of competition the 
practice of misbranding commodities, bribing agents of prospective 
customers, temporarily selling goods below cost to drive out com- 
petitors, and so on. A commission such as this may undoubtedly 
do much to promote higher standards of competition, and the 
Federal Trade Commission has had a fair measure of success. Un- 
fortunately, however, it has been the victim of disagreements 
among its own members, some of whom are inclined to deal more 
drastically with offenders than others. Furthermore, it must have 
the codperation of the Attorney General and the courts, if it is to 
work effectively, in carrying on its investigations and in enforcing 
its decisions, and this codperation has not always been forthcoming. 
Its greatest success has been achieved when it has been able to se- 
cure the codperation of the business men in the industry in which 
unfair competitive methods have been practiced. It has not been 
notably successful when it has tried to compel business organiza- 
tions to report to it statistical facts about their business, or has 
otherwise tried to use force rather than persuasion. It is to be 
hoped that the Commission may survive attacks made upon it, 
increase its usefulness, and with the codperation of the more en- 
lightened business men of the country maintain competitive con- 
ditions in American industry. 

20. Difficulties of administration and interpretation of anti-trust 
laws. The operation of our anti-trust laws, both state and federal, 
has been to many far from satisfactory. Business men, particularly 
big business men, complain that they interfere too much with busi- 
ness. Radicals assert that they have done little to curb monopoly, 
and leave the mass of the people subject to economic oppression.by 
the favored few. Difficulties of administration and interpretation 
arise. The boundary line between combinations of business con- 
cerns to achieve merely economies of production and management 
—and therefore presumably in the public interest — and combi- 
nations organized to destroy competition and establish monopolies 
—and therefore abhorrent — is not clearly defined. Neither is 
the boundary line between fair and unfair methods of competition. 
There is no obvious difterence in form of organization between an 
association of business men organized for legitimate trade prac- 
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tices — such as drawing up standards of credit practice, standard- 
izing sizes, as of clothing, standardizing or reducing the number 
of designs for purposes of economy and superior service, publica- 
tion of trade statistics, and other trade information, and so on 
— and an association organized for the purpose of fixing prices and 
restricting output and throttling genuine competition. There have 
been, therefore, contradictory court decisions, so that one day a 
thing seems legal and the next illegal; for example, publication of 
trade statistics by “‘open price associations,” or refusal by manu- 
facturers to sell their product to price-cutting retailers, and so on. 
One of the greatest defects, in fact, of our anti-trust policy has been 
that of inconsistency, giving rise to the great evil — uncertainty. 
21. Continued Government regulation of business combinations 
desirable. Although it is more difficult to apply anti-trust laws 
wisely than to make them, and although their application in this 
country has been far from satisfactory, some measure of success has 
been achieved, and our Government should continue its efforts to 
maintain competitive conditions in the field of manufacture, min- 
ing, and trade, where monopoly is likely to develop without some 
sort of government control. There is little doubt that in these 
branches of industry monopolies are undesirable despite certain 
economies that may be alleged in favor of monopolistic organiza- 
tion. As already indicated, the wastes of competition may be 
largely eliminated by a limited amount of combination and coéper- 
ation of business establishments which merely modify competition 
in the interest of stability rather than eliminate it. To secure just 
enough codperation among business establishments to stabilize 
industry and avoid excessive wastes of competition, and yet to steer 
clear of monopolistic conditions involving unreasonable restriction 
of output, and monopoly prices, requires not only able public offi- 
cials, but enlightened leaders of business striving to accomplish that 
purpose. There is reason to believe that many of our leading busi- 
ness men are even now willing to work toward this desirable end and 
that the people, no longer thrown into panic by signs of any sort of 
business combination, will through the Government permit areason- 
able amount of organization of business in the interest of stability. 
Business men who object to government interference with busi- 
ness, either because it annoys them personally or because they be- 
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lieve it to be against the best interests of the country, should set 
their faces against monopolistic practices, particularly, as is likely 
to be the case, if these practices include unfair methods of com- 
petition and result in substantial restriction of output and higher 
prices. To try to escape the evils of competition by destroying 
competition itself and establishing monopoly by means of the va- 
rious abhorrent practices monopolistic combinations have used in 
the past is simply to invite government regulation of prices, and 
possibly government ownership on a far-reaching scale. That such 
would be the inevitable outcome of monopoly in the industrial 
field is obvious from the fact that it has been the outcome in the 
field of public utilities and railroads, which are regulated by govern- 
ments and in many cases government-owned precisely because 
they have been monopolies. Of all possible forms of business or- 
ganization in a democracy the least likely to be long tolerated is a 
private unregulated monopoly employing the various unfair tactics 
that such monopolies apparently must pursue to beat down com- 
petitors. 


EXERCISES 


1. On what grounds were the Oil Trust and the Sugar Trust held to be illegal 
under the common law? 

2. Explain the difference between the trustee device and the holding company 
as a means of monopolizing an industry. 

3. State concisely the results of the dissolution of the Standard Oil Trust 
(trustee device) and of the dissolution of the Standard Oil Company of 
New Jersey (holding company). 

4. What difficulties arise in the administration of anti-trust laws? If the 
Government is unsuccessful in its attempts to prevent monopolization of 
manufacturing and mining industries, what will be the probable outcome 
— unregulated private monopoly, government regulation of prices, or 
governinent ownership? Why? 
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CHAPTER XVII 
PUBLIC UTILITIES AND GOVERNMENT CONTROL 


1. Monopoly in public utility enterprises inevitable; why this is 
true. As indicated in Chapter XV, public utility corporations, 
such as electric light and power, gas, and street railway companies, 
are usually given exclusive franchises by the State and thereby be- 
come legalized monopolies. But such enterprises tend almost in- 
evitably to become monopolies because of the very nature of their 
business. For example, when a gas company has laid its mains 
along the streets of a city, it is in a position to supply gas to every 
one along those streets. It can meet any reasonable increase in de- 
mand for gas without laying new mains or increasing the size of the 
old. It need merely generate more gas in the plant it already has, 
send it through the existing mains, and possibly connect these 
mains with a few additional buildings. It has met the cost of in- 
stalling its plant, involving heavy indirect costs. Expansion in 
business means merely additional direct costs. Suppose, now, a 
competing gas company should undertake to operate in the same 
city. Whatever new business it might develop, or whatever old 
business it might take away from the established company, would 
cost it more per unit than it would cost the old company to develop 
or retain it; because for the new company it would involve erecting 
a new plant. Out of this business the new company would then 
have to meet both direct and indirect costs, whereas the old would 
need to meet only the direct costs. By the mere threat of cutting 
prices, or rates, to the point which covered only direct costs, the old 
company might discourage any attempt to build a competing plant, 
since such price-cutting would permit the new company to earn 
nothing on its invested capital. If the new company were to go 
ahead and build its plant anyway, cut-throat competition would 
probably result. Both companies would be tempted to cut rates 
until both were making only operating expenses or less, on the prin- 
ciple that any additional business acquired which a little more than 
covered the extra operating expenses would leave something over 
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in the way of a return on the invested capital. As a consequence 
neither company would earn a return on its invested capital. 
When this state of affairs had been reached, the two competitors 
might agree to maintain rates at a reasonable level and to divide 
the business between them on some satisfactory basis. Unless the 
business were regulated by Government they would probably try 
to fix the rate on the principle of monopoly price — the level that 
would yield them the greatest net return. Because of the unnec- 
essary duplication of plants the two companies combined would then 
have smaller profits than the first had had alone. If the two could 
not come to an agreement on these terms, competition would con- 
tinue; and in the hope of driving the other company out of business 
and establishing monopoly control, one of the two would cut its 
rates so low that not even operating expenses would be made. Thus 
it appears that competition under such circumstances either would 
not appear or would be short-lived. Similar considerations apply 
to other public utility enterprises. The question might be raised, 
Why should competition here be more severe and more lkely to 
lead to monopoly than in manufacturing? There are four main 
reasons. First, the capital investment is heavier relatively to 
operating expenses than in manufacture, hence indirect cost is a 
greater part of total costs. Second, the business of the typical public 
utility is strictly local. All the business it can get is located on its 
lines. If it loses that, it cannot turn elsewhere for more, whereas a 
manufacturing plant deprived of one market may make another for 
itself in some other section. Third, the plant of the public utility is 
highly specialized. It can generally be used only for the purpose for 
which it has been designed. In brief, capital invested in public 
utility enterprises that do not pay is lost. Fourth, the competitors 
are so few in number that relief from the pressure of competition 
cannot readily be obtained by forcing some of the higher-cost pro- 
ducers to suspend business, as can often be done in manufacturing. 
2. Monopoly here also desirable. Possibly by vigorous govern- 
ment action some sort of competition might be maintained among 
public utilities, but this is not desirable. As already indicated in 
another chapter, more than one gas company or street railway com- 
pany on one street is a needless encumbrance. One line will serve 
the people as fully as two. More than one street-car line overcrowds 
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the streets, and more than one gas main involves an unnecessary 
amount of digging up and repairing of streets. Similar consider- 
ations apply to other public utilities. In the case of telephone com- 
panies there is the special consideration that two companies give 
less service than one, unless each subscriber has two telephones — 
one from each company — since the party one may desire to call 
may be on the other line. ‘Monopoly being, therefore, not only 
natural, but also desirable, it has come to prevail in the field of pub- 
lic utilities. But the people have not been content to permit such 
monopolies to remain unregulated in private hands. They have 
not been inclined to pay rates based on the principle of the greatest 
net gain to the monopolists. The world over we find public utilities 
either regulated or owned by Government. 

3. Government regulation versus government ownership. 
Which of these two policies — private ownership, with rates regu- 
lated by Government, or government ownership — is the better has 
not been clearly determined. It depends upon circumstances. In 
favor of government ownership it is urged that the Government 
will be more likely to operate the public utilities in the public inter- 
est than will selfish private corporations. Whether or not this is 
true depends, of course, upon the quality of our Government and 
government employees. It is urged that Governments can borrow 
money at lower rates of interest than private corporations; that they 
could thereby reduce fixed charges, or indirect costs, and in that 
way reduce rates, even if rates under private management are al- 
ready down to a cost of production level. But not all Governments 
can borrow at lower rates than all private corporations; our rail- 
roads now borrow at lower rates than some of the leading Govern- 
ments of Europe. Governments can only borrow at low rates when 
investors have confidence in them — when the return of the capital, 
with interest, is assured. Loans to Governments extensively en- 
gaged in industry, if the business enterprises should not turn out 
well, would become risky, and the rate of interest would then rise. 
So, again, it depends upon the Government. Furthermore, indirect 
cost, or interest on invested capital, is only part of the cost. The ac- 
tual operation of the properties might become more costly rather 
than less, and this might more than offset lower fixed charges. It 
is further urged in favor of government ownership that private 
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ownership, with the necessary government control, involves costly 
duplication — we must have one organization to run these enter- 
prises and an entirely different organization to control that organ- 
ization. If the Government could operate these enterprises at the 
same cost as private management does, and no less, it would still 
pay to have them government-owned. ‘The gain would be repre- 
sented by the present expense of regulation — a considerable sum. 
Still another argument in favor of public ownership is that pri- 
vately owned public utilities are a corrupting influence in Govern- 
ment. But this seems a doubtful sort of argument. If our gov- 
ernment officials are so dishonest that they may easily be bribed, 
shall we then turn over to them the management of billions of dol- 
lars’ worth of property? Or is it perhaps to be assumed that with 
the adoption of the policy of government ownership we shall have 
an entirely honest set of officials? 

Professor Taussig points out in this connection that the economic 
characteristics that mark an industry as fit for government owner- 
ship are monopoly and maturity. Now, while public utilities are 
monopolies, they have not yet reached maturity. They are still in 
process of development. New inventions and new methods are 
still being applied, and these he thinks are more likely to be applied 
under the spur of private management seeking private profit than 
by government employees. In fact, one might well raise the ques- 
tion whether any industry ever reaches absolute economic maturity. 
The most one could say positively is, that after a certain stage has 
been reached in the development of an industry, no further great 
and revolutionizing changes are likely to be made in the near future. 
But even if an industry has the earmarks of monopoly and matur- 
ity, government ownership is hazardous unless public servants are 
competent and reliable. From that point of view we, in the United 
States, have not attained the best European standards. 

4. Government ownership less common in the United States 
than in Europe. Whatever may be the relative merits of govern- 
ment regulation and government ownership, they can be determined 
better in practice than in debate. On the whole we are at present 
committed to the policy of private ownership with government 
regulation in the United States. There are, indeed, many examples 
of public ownership in this country, mainly in the case of water- 
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works, but also in other fields, as electric light and power companies 
and gas plants. In European countries public ownership has made 
far more progress, and covers not only water and light companies, 
but street railway, telephone and telegraph, and railroad companies. 
This has been due largely to the fact, or at any rate has been made 
possible by the fact, that England, France, Germany, and some other 
European countries have developed a more efficient body of public 
servants than we have in this country. Much has been written 
about the comparative results achieved in government operation of 
railroad, telephone, and telegraph systems in Europe and in private 
operation in the United States. In the main these comparisons seem 
to favor private ownership and operation, but because of great dif- 
ferences in conditions here and in Europe they are not conclusive. 
5. Monopolistic conditions the fundamental reason for govern- 
ment control. On the peculiar nature of public utilities that makes 
them a fit subject for public regulation a curious misapprehension 
seems to be almost universally entertained. The common opinion 
seems to be, quite naively, that public utilities must be publicly 
regulated because they are public utilities. If pressed for an answer 
as to why these particular industries should be called public utilities, 
the average citizen, or at any rate the average college student, will 
reply that it is because they produce something the public must 
have. But that answer applies also to grocery stores and butcher 
shops — they also produce something the public must have. The 
real reason why public utilities, more than other corporations, ex- 
cept railroads and banks, require government regulation is that 
they are monopolies. They are monopolies by technical nature, 
and their monopoly is confirmed by their exclusive franchises. To 
the extent that monopolies develop in other industries, government 
control tends to spread to them also. But in manufacturing, min- 
ing, and merchandising, government control in this country has 
taken the direction of attempts to destroy monopoly and to main- 
tain or restore competition, as outlined in the preceding chapter. 
If that policy fails to accomplish its purpose, then government regu- 
lation of industrial monopolies will proceed in the same manner as 
government regulation of public utilities and railroads, as outlined 
in this and the succeeding chapter. In the case of public utilities 
and railroads, government regulation is facilitated by the fact that 
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these corporations must turn to the Government for special or ex- 
clusive franchises, and for the right of eminent domain — that is, 
the power to compel private citizens to sell to the corporations at 
reasonable prices property required for right of way. But it must 
not be supposed that a monopoly would be free from government 
control just because it was not required by the nature of its business 
to ask special favors of the Government. 

6. Satisfactory service and reasonable rates the primary objects 
of government regulation. The primary purpose of government 
control of public utilities is to insure the public reasonably satis- 
factory service at a reasonable price or rate. The reader perhaps 
hardly needs to be reminded that the rates of telephone, telegraph, 
gas, electric light, and street railway companies are simply another 
word for prices of the goods or services they supply. Under com- 
petitive conditions, if the buyer is not satisfied with the service and 
prices he gets from one concern, he can turn to another. Compe- 
tition thus tends to regulate both service and price. But with mo- 
nopoly the buyer must buy from the monopolist and pay the mono- 
poly price, and if this price is high and the service poor, he has no 
alternative except not to buy at all. This is an almost impossible al- 
ternative, since most of the products of public utilities are thought 
of as necessaries of life. 

Services rendered by public utilities may be considered reasonably 
satisfactory when they are of good quality, regular, or continuous, 
and supplied in ample quantity; in other words, when they are so 
rendered as to impose neither hardship nor unnecessary discomfort 
upon the public. They have been held to be provided at a reason- 
able price when the prices or rates are just high enough to cover 
cost of production, including a reasonable return on the capital em- 
ployed and salaries of the corporation officials. The reader should 
be reminded that a reasonable return on capital should include not 
only pure interest, such as one receives when buying riskless invest- 
ments like high-grade government bonds, but something more than 
that to cover the risk the investor runs of losing his principal. But 
in the case of both railroads and public utilities in this country the 
courts have apparently held this risk to be of small importance, 
since a reasonable rate of return on invested capital has generally 
been held to be about six to eight per cent. The basis of this theory 
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of reasonable rates for public utilities is sound enough. Under com- 
petitive conditions the price of the product does tend to hang around 
the cost of production, including in cost a fair return on the invested 
capital and salaries for the managing officials of the competing 
business concerns. It seems eminently fair then to protect the 
public from rates higher than that, and to concede to the public 
utilities a rate at least that high. The difficulty, however, of 
regulating public utility or railroad rates lies not in finding a theory 
of reasonable rates, but in applying the theory once it is accepted. 

7. Method of fixing reasonable rates by public service commis- 
sions. The task of regulating public utility rates and services in this 
country rests largely in the hands of the various state public serv- 
ice commissions. To fix a rate for a gas, electric light, or street rail- 
way company, or some other public utility company, at a level that 
will yield a fair return on the investment does not offhand seem very 
difficult. But the public service commissions entrusted with that 
power must proceed substantially as follows: 

For each public utility plant in the State, the commission must 
determine total expenses of operation, including not only such items 
as wages, salaries, cost of raw materials, and supplies, but an allow- 
ance for the construction or purchase of new plant and equipment 
when the old is worn out, or a sum representing the amount of de- 
preciation in the plant and equipment from year to year. In other 
words, it must find what sum set aside annually will pay current ex- 
penses of operation and either keep the plant in good condition or 
replace it when worn out. 

Second, it must determine the value of the plant and equipment, 
or, in short, the investment. 

Third, it must determine what rate of return, as 5, 6, or 8 per cent, 
would be reasonable on an investment of that particular kind. 

Finally, it must fix the rate just high enough to pay the operating 
expenses and depreciation as calculated above and leave enough over 
to pay the calculated fair return on the value of the investment. 

The meaning of the foregoing can perhaps be made plainer by a 
simplified example: Suppose an electric light and power company 
had an investment valued at $100,000,000, and that annual operat- 
ing expenses and depreciation amounted to $14,000,000. Suppose 
that the public service commission, with the approval of the state 
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legislature and the courts, had fixed 6 per cent as a fair return on the 
investment. Then the rates on electric light and power sold by that 
company would have to be fixed at a level that would yield annual 
gross earnings of $20,000,000. In that case, after deducting operat- 
ing expenses and depreciation, the company would have left 
$6,000,000, or 6 per cent as a return on the investment of $100,000,- 
000. 

8. Calculating operating expenses. To calculate operating ex- 
penses, not including depreciation allowances, is a comparatively 
simple task. It is one that every large successful business concern 
must perform in some fairly satisfactory manner in its own interest. 
It requires only that a good accounting system be installed. Like- 
wise the depreciation allowance that must be added to other operat- 
ing expenses to get the real cost of operating the plant year after year 
is not difficult to determine, at least approximately. A good engi- 
neer can calculate the probable life of a machine or building, and if, 
for instance, a machine may be calculated to wear out in ten years, 
and costs $10,000 new, a proper depreciation allowance would be 
$1000 a year. So with other items of that sort. If a corporation 
has the services of a good accountant and a good engineer, it can 
calculate its operating expenses with some degree of accuracy. 

One difficulty of government regulation that arises in this con- 
nection is lack of power on the part of the public service commis- 
sions to compel the public utilities to keep, and make public, ade- 
quate accounts. 

9. Value of the investment in a non-regulated business is the 
capitalized value of the income. The hardest problem for the pub- 
lic utility regulating commissions to solve, however, is not that of 
determining the operating expenses including depreciation, but of de- 
termining the value of the investment on which a reasonable return 
is to be allowed. The nature of this difficulty will be more readily 
understood if we note what determines the value of the investment 
in any ordinary non-regulated business enterprise. We must revert 
to our theory of prices of producers’ goods. The general principle is 
that the price of any particular producers’ good is determined by the 
price of the product produced from it or with its aid, minus all other 
costs of production. For detailed discussion of this principle the 
reader may turn back to the chapter on demand schedules for pro- 
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ducers’ goods. It is only an amplification of this idea to state that 
the value as an investment of any business organization, including 
both its tangible property, such as plant and equipment, and its in- 
tangible property, such as patents, special privileges, good-will, effi- 
ciency of operation, and the like, is determined by its net income, 
or the difference between its operating expenses and gross earnings or 
revenue. If this net income were to be enjoyed only one year, then 
the price that might be paid for the whole concern would be just 
equal to this income. Since, however, this income may be expected 
in most cases to keep coming in year after year, with some fluctua- 
tions in size, the price one may pay for the organization will be the 
present value of all the prospective annual incomes for an indefinite 
time. A simpler way of putting this, which means exactly the same 
thing, is that the value of the concern may be determined by cap- 
italizing the net income, at the current rate which investors consider 
a fair return on that particular kind of an investment. 

to. An example of capitalized income: how changes in income 
cause changes in capitalized value. For instance, if a patent medi- 
cine manufacturing corporation should have operating expenses of 
$800,000 a year, and gross revenue of $1,000,000, its net income, or 
its value to its owners for one year, would be $200,000. If it ap- 
peared quite probable that the income would remain at that figure 
annually for an indefinite number of years, its owners would value 
this business at the capitalized value of a $200,000 income at a 
moderate rate of return, say 10 per cent, or $2,000,000. If they 
cared to sell out, they could very likely get that much for it. The 
longer the concern operated with such satisfactory results, the more 
certain would seem the annual income, and the lower would be the 
rate at which it would be capitalized. If investors could be con- 
vinced that the income were absolutely certain to remain at least as 
high as $200,000 a year, they would be willing to pay for it a price 
so high that they would get a return of only about 5 per cent on 
their investment, or about $4,000,000. If the income were capital- 
ized at the low figure of 5 per cent, it would represent practically 
pure interest; if capitalized at 10 per cent, it would represent, say, 5 
per cent interest, and 5 per cent payment for risk of losing the prin- 
cipal. Anything that tended to increase the net income or to make 
it more certain would tend to increase the valuation placed on the 
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concern by investors. Conversely, anything that tended to di- 
minish the income or to make it less certain would tend to decrease 
the valuation placed on the concern. Since there are innumerable 
circumstances and conditions that might bring about one or the 
other of these results, the value of a business organization is con- 
stantly fluctuating. The proof of this may be seen in the fluc- 
tuations in the prices of corporation stocks on the stock ex- 
change. : 

If our assumed patent medicine corporation, with its $200,000 
income, had outstanding 100,000 shares of common stock, and no 
preferred stock or bonds, and its income were considered fairly 
safe, but by no means certain, so that investors would be willing to 
buy at a price which would yield them 10 per-cent on their invest- 
ment, the shares of the corporation, if listed on the New York 
Stock Exchange, would sell for $20 each, since each share would 
represent a claim to $2 income a year. If investors and speculators 
had good reason to believe that the earnings were to increase to $4 
per share, the stock would rise to $40. Thus changes in stock mar- 
ket quotations represent changes in valuations placed on corpora- 
tions by competing investors, or far-sighted speculators, who take 
into consideration not only past income and present income, but 
probable future income. 

11. How changes in the interest rate cause changes in the value 
of investments. It should be noted, too, that the rate at which the 
income is capitalized is affected, not only by the certainty of the 
income, but also by fluctuating conditions of the money market. 
At some times safe investments can be had at a price that yields the 
investor more than 6 per cent, and at others the most an investor 
can get with safety may be less than 4 per cent. What the basic or 
pure interest rate is may be determined approximately by calculat- 
ing the rate yielded by United States bonds bought at the market 
price. During the seven years 1920-26 this rate ranged from above 
6 per cent to below 3.75 per cent. Thus the valuation of a corpora- 
tion as an investment may rise or fall sharply independently of any 
change in the size or certainty of its income. For example, a busi- 
ness organization, with a fairly regular income of $120,000, might be 
valued at $2,000,000, representing its income capitalized at 6 per 
cent. But a general rise in the rate of interest of 2 per cent might 
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result in this concern’s valuation being reduced to $1,500,000, repre- 
senting its income capitalized at 8 per cent. 

12. Why public service commissions cannot base their valuations 
on capitalization of income. The main idea to carry forward from 
the foregoing discussion of the valuation of non-regulated business 
concerns is that the value of the investment, as estimated by inves- 
tors and represented by stock market quotations, depends upon the 
net income — upon the difference between the gross revenue and 
operating expenses. But this method of determining the value of 
the investment cannot be used by public service commissions in 
fixing a valuation on which a fair return is to be allowed, for the 
following reasons: The stock market valuation is, as stated, the 
capitalization of the net income. The net income is the difference 
between operating expenses plus depreciation and gross revenue. 
Gross revenue represents simply the total number of units of goods 
or services sold multiplied by the price per unit, or the rate. There- 
fore the stock market valuation is largely determined by the prices 
or rates the public utility corporation charges. If the public service 
commission then accepts that stock market valuation, it must just- 
ify the rate in existence. It must do this because if it reduced the 
rate it would thereby reduce the valuation. For example, if an 
electric light and power company in the absence of public regulation 
had a gross revenue of $24,000,000, operating expenses and deprecia- 
tion of $12,000,000, and a net income, therefore, of $12,000,000, 
and if this net income had been capitalized by stock market in- 
vestors and speculators at 8 per cent, the market value of the cor- 
poration would be $150,000,000. This assumes, for the sake of 
simplifying the illustration, that no bonds or preferred stocks are 
outstanding. If the commission accepted 8 per cent as fair return 
on the valuation, it must leave the price of the service the same, 
since the full $24,000,000 of gross revenue is naturally needed to 
pay operating expenses of $12,000,000, and the fair return of 8 per 
cent on the $150,000,000 investment. If the commission accepted 
the valuation of $150,000,000, but held that 6 per cent was a fair 
return, it could then reduce the price or rate on electric current to 
87.5 per cent of the old rate, which would yield, if the volume of 
business remained the same, 87.5 per cent of $24,000,000, or $21,- 
000,000 gross revenue, and $9,000,000 net income, or 6 per cent on 
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$150,000,000. But if the stock market capitalized $12,000,000 in 
income at $150,000,000, it would now capitalize $9,000,000 at the 
same rate, or at a total of $112,500,000. Logically the commission 
would now insist that 6 per cent of $112,500,000 is a fair return, and 
would again cut rates below the former rate, which would result in 
again reducing the stock market valuation, and so on; the valuation 
of the property and the income being scaled down like a variable 
approaching a limit of zero, but never reaching it. This reduces the 
matter to an absurdity. Likewise if the commission decided that 
8 per cent was too low a return on the valuation, and increased the 
rates to yield a return, say of 10 per cent, the larger net earnings 
would be reflected in a greater stock market valuation, which would 
then by the commission be accepted as cause for another increase 
in rates. This assumes— what is unlikely — that the public 
would continue to buy electric current at the high prices in the same 
volume as before. Like the reduction of rates based on stock mar- 
ket valuation, this also leads to an absurdity. Earnings and val- 
uation would approach infinity. 

13. Finding the cost of the investment a logical procedure in rate 
regulation. Obviously, from what has been said, the public service 
commission, in fixing rates that will yield a fair return on the invest- 
ment, must find some other method of determining the amount of 
investment. The method that has been adopted is that of finding 
the cost of the investment; that is to say,.of calculating the money 
expenses of constructing plant and equipment. The logic on which 
this method is based is sound. In competitive industries the pro- 
duct tends to sell at a price that just covers cost of production in- 
cluding a fair return on the value of the investment in plant and 
equipment. Whenever the net income in such enterprises, the sum 
left over after operating expenses, is more than enough to pay a fair 
return on the cost of plant and equipment, there is a strong tendency 
for more plants to be erected and equipped. Output then tends to 
increase, the price of the product drops, and the net income tends to 
drop to the point where it represents just a fair return on the cost 
of plant and equipment. This is what is commonly meant by the 
statement that price tends to equal cost of production. The as- 
sumption in the case of public utility rate regulation is that the 
monopoly price is somewhat higher than is necessary to cover cost 
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of production, and that the public service commissions must be sub- 
stituted for competition as the agent which is to bring the rates 
down to a level that does just cover cost. To leave them higher 
than this is to overcharge the public. But to put them lower than 
this may be worse, since it will discourage future investment of 
capital in those necessary enterprises, so that the service will be- 
come inadequate to meet the needs of the people. There will be no 
additional public utility plants erected nor will the old ones be ade- 
quately expanded in capacity. Investors will prefer to put their 
money into unregulated industries where they have at least a chance 
of a fair return. 

14. Finding the cost of construction at the time of construction 
less difficult than finding it a generation later. To determine the 
cost of the investment in plant and equipment would be no more 
difficult than to calculate the operating costs or expenses, if we could 
begin at the beginning and keep track of the costs from the time the 
cornerstone was laid. We should at once install a good accounting 
system and keep accurate account of every dollar expended in build- 
ing up the property. Furthermore, to protect the people from pay- 
ing unnecessarily high rates we should see to it that every dollar 
was as far as possible wisely expended. We should see to it that no 
one received from the public utility corporation more than a fair 
price for the goods or services he sold to it, and we should prevent if 
possible the construction of more plants, or larger plants than were 
needed, or plants poorly located. In brief, we should strive to 
prevent the plants from being built at an unreasonable cost and 
we should try to permit only prudent investments. On the cost of 
investment thus made the people ought to be willing to pay a fair 
return. 

Unfortunately, however, we did not start to regulate public util- 
ities at the beginning, and we did not keep account of their actual 
cost of construction. It was only after enormous sums of money 
had been invested in public utilities that the nature of their mo- 
nopolistic power became apparent. When finally public service 
commissions were appointed, they found before them the task of de- 
termining the cost of plants long in existence, which not only had 
been constructed without public supervision, but whose owners 
themselves in many cases had only a vague notion of what had been 
the original cost. 
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Who can say, a generation after the original plant was built, 
what was the cost of the original plant, and what have been the 
costs of the improvements and additions? The promoters of the 
enterprise and the original investors, perhaps, are dead, and the 
cost records, if any reliable ones ever existed, possibly lost. If 
some sort of cost accounts have been kept, without public super- 
vision, who knows to what extent the costs shown represent only 
fair prices paid for goods and services? They may represent gross 
overpayments by directors of the company to favored sellers, with 
whom they conspired to defraud the investors. To get an adequate 
notion of the actual cost of these plants, the commissions must pro- 
ceed to make a calculation of their own — they cannot rely in 
most cases on the old records of the corporations. In finding the 
costs of the railroads for the purpose of regulating railroad rates, 
the Interstate Commerce Commission has proceeded to make a 
‘physical valuation” of all the railroads, under the Valuation Act 
of 1913; it has been busy with this task for more than ten years, 
and the end is not in sight. The public service commissions must 
do something of the same kind. 

15. Estimating the original cost and the present cost of recon- 
struction. If the public service commissions undertake to calculate 
the cost of the plants themselves instead of relying on the cost re- 
cords of the corporations, they may proceed by either of the follow- 
ing methods: (1) With the aid of engineers, economists, statisti- 
cians, and others, they may estimate the cost of construction on the 
basis of the costs of labor, materials, supplies, etc., at the time of 
construction. Since there are no adequate records of the costs of 
these things in all localities ten, twenty, thirty, or more years ago, 
this method is not satisfactory. (2) With the same aid they may 
proceed to estimate the cost of duplicating the existing plant at the 
present costs of labor, materials, supplies, etc., making due allow- 
ance for depreciation. This method is much more satisfactory than 
the first, but it presents some difficulties. If the level of prices is 
higher at the time of the valuation than at the time the plant was 
constructed, the valuation will be above the actual cost of the in- 
vestment; if the price level is lower, the valuation will be below 
actual cost of construction, assuming that the cost calculations are 
approximately correct. Only in the highly improbable event that 
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the price level is the same will this valuation represent approxi- 
mately the actual cost. In this matter the Interstate Commerce 
Commission compromised by estimating costs at the 1914 price 
level, prices then being higher than at the time most of the railroads 
were built, but much lower than during the decade since then. An- 
other troublesome problem is that of putting a valuation on land 
owned by the corporations. This land may have cost very little when 
the enterprise was started, but may have become enormously val- 
uable with the increase in population. To value it at the present 
high figure — let us say, what the corporation could get for it on the 
market — would be to value the corporation’s property far above 
cost. But to value it only at what it cost originally would be to de- 
prive the corporations of the “‘natural’” increase in land values, 
which we let others freely enjoy. We have considered here just 
two difficulties of this second method of valuation — difficulties 
that would not be present if the valuation were made once for all on 
the basis of the original cost. But there are other troublesome pro- 
blems connected with any sort of regulation of rates on the basis of 
the cost of production of the plant and the cost of operation. Some 
of these will be noted in the following sections. 

16. How fixing rates on cost of production basis may rob the in- 
ventor. Suppose that we have decided to regulate the rates of 
public utilities on the basis of cost of production of the service, as- 
suming that when we do so we place investors in public utility enter- 
prises on about even terms with investors in competitive enter- 
prises, in which prices tend in the long run to cover cost, although 
often rising above or falling below cost. Suppose, further, that in a 
certain year, let us say 1913, we make a valuation of their plants on 
the basis of cost of construction in that year, and fix the rates to 
yield 6 per cent on the investment. Then note some of the various 
factors that might upset our calculations. 

Among the more important of these factors are a general rise or 
fall in prices, a general rise or fall in the rate of interest, rising land 
values, and possible industrial developments resulting in a decreased 
demand for the product of the regulated companies. Before taking 
up these points, let us note the immediate effect on the investors 
owning the public utility corporations at the time of the valuation. 
If, at this time, the public utility companies, because of their mo- 
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nopolistic position and the conditions of demand for their product, 
had been able to charge a rate so high that it more than covered 
cost of production, including a fair return on the cost of construct- 
ing their plants, then the first task of the commission would be to 
reduce the rate and thus reduce the net earnings. But the existing 
net earnings are already capitalized in the market value of the pub- 
lic utility shares, which may have been bought by the present hold- 
ers at their present high value. If net earnings of a certain company 
with property valued by the commission at $10,000,000, and with 
100,000 shares of stock, but no bonds, outstanding amounted, say to 
$1,000,000, or $10 a share, the stock might have a market value of, 
let us say, $150. Reducing the net earnings by reducing rates until 
they were only 6 per cent of $10,000,000, or $6 a share, would bring 
down the price of the stock in proportion, say to $90. If the cor- 
poration should have bonds outstanding amounting to $6,000,000, 
bearing interest at the fixed rate of 5 per cent, then $300,000 of the 
earnings under the old rate would go to the bondholders, leaving 
the stockholders $700,000, or $7 per share. Then if, as assumed, 
the net earnings were cut to $600,000, the common stock would be 
left with only $3 per share. If before it had been valued on the 
market at $105 a share, it would now fall in price to $45, or three- 
sevenths of its former price. Any recent purchaser of such shares 
who had bought them on the basis of earnings before regulation 
would thus find himself robbed of a considerable part of the value of 
his property. 

17. Effects of a general rise or fall in prices upon investment in 
regulated industries. Now let us turn to the effect of a general 
rise in prices, such as took place from 1914 to 1920. Labor, raw 
materials, supplies, and everything the public utility companies 
buy, rise in price, and hence operating expenses greatly increase. 
Meanwhile the price or rate they charge remains the same — fixed 
by law. Their net earnings decline and even disappear. Con- 
ceivably they do not even earn operating expenses. Of course the 
public service commission ought promptly to increase the rates. 
But the commission may not be convinced that an increase is nec- 
essary. It will at any rate first make an investigation, taking con- 
siderable time. The public may object to a rate increase, and the 
commission may play politics and keep the rates down. In that 
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case obviously the investors do not get the fair return on their in- 
vestment provided for by law. 

Suppose that the commission acted promptly, and increased the 
rates so that the stockholders received the same income as before, 
would they then be getting a fair return on their investment? They 
would be getting a fair return on the value of their investment as it 
stood before the general rise in prices — they would get the same 
number of dollars per share. If prices had doubled, however, as 
they did from 1914 to 1920, their income would have only half as 
much purchasing power as before. Their real income in goods 
would have been cut in half. Furthermore, if prices in general had 
doubled, then the value of investments in land and buildings in 
general would tend to have doubled, except those kept down by 
price regulation, as are those of the public utilities. To be explicit, 
if Jones had bought $10,000 worth of public utility stocks in 1914, 
he would have practically worthless stocks in 1920 unless the com- 
mission had raised the rates. If they raised the rates sufficiently to 
maintain the former earnings on his stocks, he would still have 
$10,000 worth. But if he had bought a $10,000 house in 1914, he 
would have a house worth $20,000 in 1920. To put Jones on a level 
with owners of unregulated enterprises, the commission would have 
to grant an increase in rates that would double his income per 
share and thus double the value of his shares. It is altogether un- 
likely that any public service commission would do that. 

After a general rise in prices, there is likely to be a general fall in 
prices. During that period the stockholders in government regu- 
lated industries tend to gain. Operating expenses decrease. The 
rates tend to be maintained for a time. Net earnings on the stock 
rise, and the market value of the stock goes up with the earnings. 
It is needless to consider this point in detail. The reasoning is 
similar to that above. 

18. Effect of changes in the interest rate. Suppose that the gen- 
eral rate of interest rises. Such a rise is likely to take place during 
a period of rising prices, lagging just a little behind the rise in 
prices. To simplify the exposition, let us assume that it takes place 
with the price level remaining the same. Suppose that 6 per cent 
has been considered a fair rate of return on public utility invest- 
ments, but now, because the general rate of interest has risen, 8 per 
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cent would be a fair return, and one which would put these invest- 
ments on a level with non-regulated investments. It would now be 
necessary for the public service commission to increase the price or 
rate of the service sufficiently to increase the net return over and 
above operating costs by one third. If no increase in rates were 
granted, then holders of public utility stocks would want to sell 
them in order to buy other investments yielding a higher return. 
But no one would pay $100 a share, for instance, for stock paying 
$6 in dividends, when he could buy equally safe stock at the same 
price that paid $8. Public utility stocks would fall in price until at 
the market price they yielded the new investor 8 per cent. That 
would be when stocks that had been worth $100, because they 
yielded $6 income, sold for $75. 

A general fall in the rate of interest would naturally bring re- 
sults just the reverse of those outlined above. It follows, there- 
fore, that a public service commission which desires to put stock- 
holders in public utilities on a par with other stockholders must be 
constantly alert to note and to take into consideration changes in 
the price level and changes in the interest rate. It is almost incon- 
ceivable that any public service commission will in the near future 
have the power and the ability to regulate rates on this basis. 

19. Public utilities and the unearned increment in land values. 
Suppose that the valuation of public utilities has been made in 
the year 1913, and the landholdings of the companies have been 
valued at the estimated selling value of the land in that year. As 
time goes on, land.values tend to increase. Suppose that in the 
course of twenty-five or fifty years land values in a certain city have 
quadrupled, and the estimated selling value of the public utility 
land has also quadrupled. Shall it still be valued at the 1913 
level, with rates fixed on that basis? That would be the most likely 
thing to happen. But if this were done, then we should be denying 
to the public utility corporations the right to benefit from increasing 
land values. We should in effect be taking from them the ‘‘un- 
earned increment” in land values, while permitting all unregulated 
industries to enjoy all of it that might come in their way. Much 
can be said in favor of appropriating in the interest of the public the 
increase in land values in cities, and a very effective way of doing 
this in part is to regulate public utility rates. But investors in 


PUBLIC UTILITIES $28 


such enterprises are likely to complain of unjust treatment if they 
are deprived of privileges enjoyed by other property owners. 

20. Investors in public utility enterprises should be given the 
status of investors in bonds. The foregoing sections have not been 
intended to convey disapproval of government control of public 
utility rates, but only to point out some difficulties that are not 
always recognized. Regulation with all its difficulties seems 
preferable to unregulated private monopoly, and preferable at 
the present time to government ownership. It is the least of three 
evils, and its defects must not be exaggerated. Most of the criti- 
cism here has been based on the assumption that we desire to put 
stockholders of public utilities on a par with stockholders in other 
enterprises, which seems almost impossible. Suppose, however, 
that we undertake to place investors in public utility enterprises, 
whether they be bondholders, or preferred or common stockholders, 
on a level with bondholders in non-regulated industries. This is 
quite possible. A bondholder in any corporation when he buys his 
bond — his investment — enters into a written contract. He 
agrees to invest his money at a fixed rate of return for a period of 
several years, even fifty or one hundred years, or more in some cases. 
In making this contract he takes the hazards that may come from 
changing levels of prices or interest rates and he foregoes all hope of 
a return from increasing land values. He does this for the sake of 
being assured, with a greater or less degree of certainty, that he will 
receive a regular income in dollars and his principal when it becomes 
due, if he lives. 

Now investors in public utilities regulated by the Government 
may be held to have made a similar contract. It is only necessary 
that the Government define its policy and stick to it, so that no in- 
vestors will misunderstand the conditions. To put the public utility 
investor on a par with bondholders generally, he must not merely 
have his possible income limited to a specified rate, but he must be 
assured of that specified rate — his return should be practically 
guaranteed by the Government, within reasonable limits. The 
public service commission should permit the rates to be high enough 
to pay this return. If, however, a reasonable return could not be 
earned, even with rates as high as the traffic would bear, so high 
that even an unregulated monopoly could not put them higher 
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because the public would cease to buy, then the Government should 
not be asked to pay the deficit. In other words, public utilities 
should under no circumstances be subsidized out of the public 
treasury. On the other hand, the rates should be fixed high enough 
so that a surplus over and above a fair return might be built up in 
good years, out of which interest or dividends could be paid in poor 
years. Under such circumstances the risk of investors would be 
small. In most growing cities the public will be willing to pay rates 
at least high enough to pay a fair return on the investment made in 
public utilities, provided the plants have been constructed at rea- 
sonable cost. Only in the unusual case of a city declining in popu- 
lation, or in the unforeseen event of revolutionary changes in indus- 
trial conditions, would a fair return not be earned. But that de- 
gree of risk investors even in the bonds of sound non-regulated 
corporations must assume. 

We conclude, then, that the States should continue to regulate 
the rates of public utilities, and that the rates should be fixed high 
enough to yield the investors a fair return on their investment — a 
return that in rate and certainty approximates that of bondholders 
in sound non-regulated corporations. If, as is ordinarily the case, 
there are bondholders, preferred stockholders, and common stock- 
holders in these public utility corporations, their position should be 
somewhat analogous respectively to first mortgage, second mort- 
gage, and third mortgage bondholders of other corporations. For 
example, 7 per cent having been accepted as a fair rate of return on 
the $3,000,000 valuation of a certain company, its rates should be 
fixed at a level that would yield a net return, under reasonably 
efficient management, of $210,000. If now there were outstanding 
$1,000,000 in 5 per cent bonds, $1,000,000 of 7 per cent preferred 
stock and $1,000,000 of common stock, there would remain for the 
common stockholders $90,000, or 9 per cent on their investment 
after interest on bonds and dividends on preferred stock were paid. 
This relatively high yield would compensate them for their risk and 
reward them for reasonably efficient management. Whether or not 
a particular company was being managed with reasonable efficiency 
could be determined by a statistical study comparing its results 
with the results of other concerns similarly situated. Rates should 
not be raised if net earnings fell below 7 per cent as a result of poor 
management. 
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21. Valuation and the courts. The problem of valuation of pub- 
lic utilities for rate-making purposes is complicated by provisions of 
the Constitution prohibiting the deprivation of persons of property 
without due process of law. Any method of valuation that public 
service commissions can apply in practice must meet the test of 
constitutionality, if the corporations or the investors concerned see 
fit to contest in court the valuation as being too low and therefore 
confiscatory. Unfortunately the courts have laid down no exact 
rules for valuation which a commission may follow. The courts 
hold that the investor in public utility or railroad corporations is 
not to be deprived of a fair return upon a fair value of the property. 
In the case of Smyth v. Ames, in 1898, the United States Supreme 
Court suggested that among the factors to be considered in ascer- 
taining the fair value are original cost of construction, the amount 
expended in permanent improvement, the amount and market 
value of stocks and bonds outstanding, the cost of reproduction of 
the property, and the probable earning capacity. As rules for 
valuation these suggestions are too indefinite. The courts in later 
cases have not insisted that all these factors be considered in every 
case, and have tended to uphold valuations based on cost of repro- 
duction. Up to the World War the prevailing method of calculat- 
ing reproduction costs of public utility property was on the basis of 
average prices of labor and materials for a period of five years pre- 
ceding the valuation. 

Since the great rise in prices occasioned by the war, public ser- 
vice commissions have tended to base their valuation more on the 
principle of original cost, in order to avoid excessively high valua- 
tions based on costs of reproduction at temporary high prices. 
Valuations made on this basis may, however, be held by the courts 
to deprive persons of property without due process of law, since the 
courts have laid down the rule that valuation must be based on the 
present value of the property, and not on past values.! 

22. Depreciation and valuation. The problem of depreciation 
causes some trouble in rate-making. As already indicated in this 
chapter, the public utility corporations should be permitted to 
charge a rate that will not only cover ordinary operating expenses 
and yield a fair return on the value of the investment, but that 

1 Kirshman, Principles of Investment, pp. 531-35. 
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will also cover depreciation. If, for example, a plant is worth 
$1,000,000, and may be expected to wear out in twenty years, it is 
depreciating at the rate of 5 per cent, or $50,000, a year. The cor- 
poration ought to be permitted to earn, let us say, 6 per cent on the 
investment, and in addition 5 per cent to cover depreciation. If, 
however, the $50,000 a year it is permitted to earn to cover depre- 
ciation, is not reinvested in the plant, but is used for other pur- 
poses, the actual value of the investment decreases annually $50,000. 
Obviously, then, the second year the corporation is entitled only to 
a fair return of 6 per cent on $950,000, and not on $1,000,000; and 
the third year it is entitled to 6 per cent on only $900,000, the fourth 
year on $850,000, and so on. Otherwise the corporation could 
gradually, by means of this depreciation allowance in its earnings, 
draw out practically its entire investment and employ the funds in 
some other business, while still being permitted to earn 6 per cent on 
the total investment originally made. This would be unjust to the 
customers, who would be compelled to pay unduly high rates for 
the diminishing quantity of service they received. 

On the other hand, if a public service commission, in making its 
valuation, finds the original investment to have been $1,000,000, 
and assumes that since it is ten years old its depreciated value is 
only $500,000, and fixes a rate that will permit earnings of 6 per cent 
only on the depreciated value, injustice may be done to the cor- 
poration. Possibly the plant has been kept in a good state of re- 
pair out of past earnings and is in as serviceable condition as when 
new. In that case the investors are entitled to a fair return on 
their original investment of $1,000,000. 

It is possible to do justice both to the investor and to the public. 
If the plant is large and consists of many parts, the sums set aside 
for depreciation can be expended from year to year for repairs or 
replacement of parts that are worn out. In other words, instead 
of a reserve for depreciation, we have charges for maintenance, 
which will be such as to keep the plant in a 100 per cent serviceable 
condition. If the plant is not of such a character that it can be 
kept in good condition by gradual replacement of parts, but con- 
sists largely, let us say, of one structure which must eventually be 
replaced by the expenditure of a lump sum in one year, then such 
sums should be set aside for depreciation each year as, if invested 
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each year in safe securities, such as United States bonds, would 
amount, at the time the plant must be replaced, to enough to cover 
the cost of replacement. 


EXERCISES 


1. It has been stated that monopoly in public utilities is not only inevitable 
but desirable. Give reasons. 

2. Why is government regulation of public utility rates desirable? 

3. Explain why public utility rates may be considered to be fair when they 
are just high enough to cover cost of production, including a fair return 
on the capital invested. 

4. What facts ought a public service commission to know as a prerequisite to 
fixing fair rates? Why? 

5. When public utility rates are fixed by state public service commissions, 
how are investors in public utility enterprises affected by a sharp rise in 
the general commodity price level and wages? by a fall in the current 
rate of interest? Why? 

6. What are the various difficulties in the way of giving public utility stock- 
holders a return approximately equal to that realized by stockholders in 
unregulated competitive enterprises? a return approximately equal to that 
of bondholders in unregulated competitive enterprises? What conclusion 
may be drawn from a consideration of these difficulties? 


For ‘‘References”’ for this chapter see end of Chapter XVIII. 


CHAPTER XVIII. 
RAILROADS AND GOVERNMENT CONTROL 


1. Railroads and public utilities discussed separately. Rail- 
roads, strictly speaking, represent merely one of the several classes 
of public utilities, and tend, as do other public utilities, to become 
monopolies, either by means of exclusive public franchise or through 
the pressure of competition. For several reasons, however, it is 
better to discuss them separately, and writers usually do not class 
them with other public utilities, but put them in a class by them- 
selves. First, let us note that in magnitude of investment the rail- 
roads of the United States exceed all other public utilities combined. 
Second, railroad economics presents certain important problems not 
met with in the other public utilities. Third, railroad rates and 
services have affected the business interests of the country more vi- 
tally than have other public utility rates and services. Fourth, be- 
cause of the greater importance of the railroad problem to business, 
railroad regulation has received more attention and has been more 
completely developed than regulation of other public utilities. For 
these various reasons it has become customary to speak of the “‘rail- 
roads and public utilities” rather than to group the railroads along 
with the lesser public utilities. Let us now consider more closely 
these points and some other matters pertaining to railroad transpor- 
tation. 

2. Size and importance of the railroad industry. There are in the 
United States in round numbers more than 250,000 miles of railroad 
lines (not counting the miles of second, third, and fourth tracks, 
switches, sidings, and so on) which, together with the cars, engines, 
stations, and other railroad property, are valued at upward of $20,- 
000,000,000, and represent not less than one fifteenth of the total 
wealth of the country. If these 250,000 miles of line were spread 
evenly over the country cutting it up into equal-sized squares, 
the sections bounded by the railroads would be less than forty 
miles square. In other words, no point in the country would be 
twenty miles from the nearest railroad. In reality in most sections 
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east of the Mississippi River the railway net is much closer than 
this, while in many parts of the western half of the country the 
railroad lines are few and far between. Furthermore, far more 
lines run east and west than north and south. Naturally it is in 
the most thickly populated and most highly developed parts of the 
country that the railroad net is thickest. Without this great net 
of railroads our other industries — agriculture, mining, manufac- 
turing, merchandising — could not have developed to their present 
enormous size. More particularly, we could not have utilized to 
such a great extent as we have done the advantages of geographical 
division of labor and the advantages of large-scale production. 
Without cheap and efficient methods of transportation, production 
must be carried on primarily for local markets, with the use of local 
natural resources. A characteristic of our agricultural develop- 
ment is that our farmers sell their wheat, cotton, and other pro- 
ducts in markets thousands of miles away, and buy producers’ and 
consumers’ goods in markets equally distant. Our large-scale man- 
ufacturing establishments as a rule either draw their raw materials 
from great distances or ship their products far and wide over the 
country, or both. Without our great railroad system, Kansas, for 
example, would not be noted as a wheat State, lowa as a corn 
and hog State, West Virginia as a coal State, Georgia as a cotton 
State, or New England as a great manufacturing center. Industry 
in the various sections would be more diversified, on a smaller 
scale, and less effective. The total quantity of goods available 
for our people would be much smaller. 

Our geographical division of labor, our large-scale production, our 
interchange of commodities in enormous quantities between points 
hundreds, and even thousands, of miles apart are reflected in the 
ton-mileage statistics of our railroads. A ton-mile is a unit of rail- 
road transportation and represents one ton carried one mile. In 
recent years this ton-mileage has been running above 400,000,000, - 
000. This means that on the average the railroads have hauled 
each year, for every man, woman, and child in the country, freight 
equivalent to 4000 tons hauled one mile, or, let us say, 40 tons 
hauled 100 miles. This prodigious quantity of hauling may be 
better appreciated, perhaps, if one is reminded that all the able- 
bodied men in the country provided with a wagon and team apiece 
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could not haul that much on dirt roads in a year. And it might be 
added, in view of recent developments, that motor trucks on paved 
roads do not as yet represent an adequate substitute for railroads in 
long-distance transportation. While our industries have thus been 
tremendously benefited in the aggregate by the railroads, they have 
also in a remarkable degree become dependent upon the railroads 
for their continued prosperity, and literally millions of business men 
might be ruined overnight by an unfavorable change in railroad 
rates. Not merely may individual business men be ruined, but the 
industries of one section may be made to stagnate while those in 
other sections flourish, and population centers may be shifted from 
one part of the country to another. 

3. Peculiar characteristics of the railroad industry and their re- 
sults. It is not primarily the size or importance of the railroad in- 
dustry, however, that makes it desirable to devote a chapter in a 
book like this to railroads, but the peculiar characteristics of the 
industry which make either government control or government 
ownership inevitable. In this country we have chosen government 
control, or regulation. In many other countries they have chosen 
government ownership. If government regulation during the next 
few years fails to give satisfactory results, then it would seem that 
government ownership of the railroad industry in the United States 
is inevitable, to be followed sooner or later probably by government 
ownership of its allied industries — the public utilities and the 
other industries in which monopolistic tendencies appear. Let us 
note, now, the peculiar characteristics of the railroad industry, and 
the results that flow from these peculiarities, which make govern- 
ment interference necessary in the interest of the people, and, as 
some railroad men now admit, in the interest of the owners of the 
railroads themselves. These peculiarities include monopoly in re- 
spect to local traffic and peculiar conditions of competition where 
competition exists. The evil results that flow from these conditions 
include rates unreasonably high in some cases and unreasonably low 
in others, rates which discriminate against some persons, cities, or 
commodities in favor of others, and ruinous competition which 
drives the competitors either into bankruptcy or into agreements or 
combinations in restraint of competition. 

4- Decreasing cost, indirect costs, and joint cost. When compe- 
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tition exists among railroads, it tends to become exceptionally se- 
vere unless restrained by agreements among the roads or by the 
Government. This is true because railroads operate under condi- 
tions of decreasing cost, subject to exceptionally heavy indirect or 
constant costs, and subject also to the law of joint cost. To make 
matters worse in this connection, their plants are highly specialized 
and the competitors are usually few in number. Concerning all 
these things something has already been said in other chapters in 
relation to other industries, but it seems desirable to note once more 
the meaning of some of these terms. In this book we have implied 
by conditions of decreasing cost conditions such that a large plant, 
other things being equal, can produce more cheaply, or at lower cost 
per unit, than a small plant, owing to the economies of large-scale 
production, such as may be realized in large manufacturing plants. 
For detailed consideration of these economies the reader is referred 
to Chapter XIII. We have distinguished carefully between the 
lower costs per unit that result from the economies of large-scale 
production and the lower costs per unit that result merely from 
fuller utilization of existing plant capacity. Reduction in costs 
from the latter cause are so marked that a small plant run at capac- 
ity may have lower costs per unit than a much larger plant turning 
out goods on a larger scale, but run at less than capacity. A plant 
of any size can produce more cheaply per unit if run at capacity 
than if run at less than capacity, because of the presence of indirect 
or constant costs, the sum total of which remains the same regard- 
less of the volume of output. Indirect or constant costs are found 
in all industries, and their importance has already been noted in 
Chapters VII and XI, in connection with the price of producers’ 
goods and cost of production in agriculture, and again in Chapter 
XIV, in relation to competition in manufacturing. They are of 
exceptional importance in railroad transportation, because they 
comprise roughly two thirds of the total expenses. 

5. Classification of railroad expenses. The subject of indirect 
or constant costs in railroad transportation is of such great impor- 
tance that it needs to be considered in some detail. Total expenses 
of railroads fall into two great classes, fixed charges and operating 
expenses. Operating expenses may be subdivided into a number of 
classes, the most important of which for our purpose here are ex- 
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penses of maintaining in good condition the right of way, the track, 
and the stations and other structures along the road; expenses of 
maintaining the cars and engines or the equipment; expenses of ac- 
tually moving the trains or conducting transportation; expenses of 
getting traffic, such as advertising; and general expenses, including 
such things as salaries of officials, office expenses, and the like. 
Fixed charges include interest due on bonds and taxes. They are 
called fixed because they remain the same whether or not the rail- 
road does any business, whereas the operating expenses tend to 
increase or decrease with the volume of traffic. However, it is a 
commonplace of railroad economics that operating expenses do not 
increase as rapidly as the volume of business nor decline as rapidly. 
It is easy to show why this is so. Doubling the number of trains 
run over a track does not double the expense of replacing railroad 
ties, since these rot rather than wear out. The number that will be 
replaced from year to year is little affected by the amount of traf- 
fic. Weeds along the right of way grow just as fast and must be 
cut just as often when the traffic is ight as when it is heavy. Sta- 
tions rot down, or become out of date, rather than wear out from 
heavy traffic. So with other items in the long list of maintenance of 
way and structure expenses. Nor must twice as many cars and 
engines be repaired or replaced each year if the traffic doubles, un- 
less we assume that before the increase in business each car was in 
use all the time fully loaded, and each engine was hauling all the 
time trains as long as it could haul. Ordinarily, however, increased 
business may be handled by fuller use of the existing cars and en- 
gines. Of course equipment used all the time at full capacity will 
wear out sooner than if not so used, but equipment not worn out is 
likely to rot or rust or to grow out of date. So expenses of maintain- 
ing equipment do not increase in proportion to increase in traffic. 
Neither do the expenses of actually moving the trains increase in 
proportion to the increase in business. When traffic is light, cars 
may be hauled back and forth, half empty one way and quite empty 
the other. | Engines may haul short trains instead of long ones. 
When business increases, it may not require more engineers and 
firemen and other employees — merely fuller loading of cars and 
longer trains. So labor costs of moving trains do not increase as 
rapidly as traffic. Neither does the cost of fuel, since an engine 
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drawing ten cars will consume almost as much coal as one drawing 
fifteen or twenty. It is evident, too, that traffic expenses and gen- 
eral expenses do not tend to increase as rapidly as the volume of 
business. 

Writers on railroad transportation agree that, roughly speaking, 
operating expenses increase only about half as rapidly as the 
amount of trafficincreases. That is to say, if the quantity of freight 
hauled increases by 10 per cent, the operating expenses tend to in- 
crease only about 5 per cent. Another way of putting this is to say 
that half the operating expenses are constant — that is, do not 
vary with volume of traffic — and the other half are variable — 
that is, do vary with the volume of traffic. The student should 
guard against confusing the two terms, ‘‘fixed charges” and ‘‘con- 
stant expenses,’’ which seem to mean about the same thing. In 
railroad terminology they do not mean the same. Fixed charges 
mean primarily only interest on bonds and taxes. Constant ex- 
penses include these, and in addition that half of the operating 
expenses which does not vary with the amount of business. This 
can be made clear by means of the following classification in which 
the assumption is made that fixed charges represent 30 per cent 
of the total expenses, and operating expenses, 70 per cent: 


TaBLe XXII. RattRosaD EXPENSES 
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The foregoing classification of expenses is in one respect incom- 
plete, and does not in fact cover the total cost of railroad trans- 
portation, because it includes no return on the investment of the 
owners — the railroad stockholders. A railroad whose total in- 
come was just sufficient to pay fixed charges and operating expenses 
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would be a money-losing proposition to its owners. The owners 
would be worse off than if they had lent their money to others at a 
low rate of interest, and, strictly speaking, they would be suffering 
losses to the extent of the amount of interest they might so have ob- 
tained. Under similar conditions they would not invest any more 
money in railroads, nor would new investors be found to finance 
such a luckless enterprise. To this point we must recur later. For 
our present purpose it suffices to point out that to the constant ex- 
penses as shown in the table must be added a sum that represents a 
fair return — a current rate of interest — on the investment of the 
stockholders, in order to arrive at the grand total of constant or 
indirect costs. This return to the stockholders, while it must be 
forthcoming sooner or later unless they are to suffer loss instead of 
making profit, differs from the expenses included in the table in this 
respect: it does not have to be paid out of the railroad treasury each 
year as must be paid the fixed charges and operating expenses if the 
railroad is to operate. Its exclusion from the table of expenses is 
therefore, in one sense, quite logical. 

6. Constant, or indirect, costs and competition. Note how the 
heavy constant costs shown in our table may affect railroad com- 
petition. Suppose that a railroad has been financed by the sale of 
$300,000,000 of bonds and $200,000,000 of common stock, there 
being just 2,000,000 shares of stock outstanding. Suppose that the 
condensed income account of a given year is as follows: 


TOSS TOVAIUIC4. vou, Aos seme ica akake G6 4.3. $106,000,000 
Expenses — 
Fixed charges (interest on bonds, 
baxeseteh) ial 4. Tes Dean, wean. $30,000,000 
Operating expenses................. 70,000,000 


Total expenses); 0) ie $100,000,000 
Available for dividends on stock. ..........0.. 0.008 $6,000,000 


Suppose, now, that traffic increased 10 per cent, and that the same 
rates prevailed as before. The 10 per cent increase in traffic means 
a 10 per cent increase in revenue, an increase of $10,600,000. 
Fixed charges would remain the same. Operating expenses, being 
half constant and half variable, would increase only 5 per cent, as 
against the 10 per cent increase in traffic. The total increase in 
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expenses would, therefore, be only 5 per cent of $70,000,000, or 
$3,500,000. The new income account would be as follows: 


SCORE COT ODUG oe anve ys tic Mice heed: susteacepedea omTts tort $116,600,000 
Expenses — 
BIxeG COAPROG I. sat vex ue vale eos $30,000,000 
Operating expenses................. 73,500,000 
Total expenses.........; a axa He $103,500,000 
Available for dividends on stock... 0). ..-.......¢ si. .uy $13,100,000 


Note that the 10 per cent increase in traffic more than doubled the 
amount available for the stockholders, and that the ‘‘earnings”’ per 
share increased from $3 a share to more than $6. If the market for 
railroad shares were such as to capitalize the earnings per share at 
8 per cent, the stock, which with earnings of $3 per share would 
have been valued at $37.50, with earnings of $6 would have been 
valued at $75. Since the managers of a railroad represent the 
stockholders, and are generally themselves stockholders, it is ob- 
vious that they would be most eager to obtain the additional traffic. 
It would pay them to offer greatly reduced rates to get the additional 
traffic, although according to our first income account the old rates 
little more than covered operating expenses and fixed charges. If 
the managers could manage to keep the traffic they already had at 
the old rates, it would pay to get additional traffic at anything 
above 35 per cent of the average rates in force. For example, a 10 
per cent increase in traffic at the old rates would have yielded $10,- 
600,000, and at 40 per cent of the old rates, $4,240,000, and would 
have increased operating expenses only $3,500,000, leaving a net 
gain of $740,000 for the stockholders on this traffic at 40 per cent 
of the old rate. 

It is obvious that any railroad competing with another railroad 
for traffic would be tempted to offer special rates to gain traffic at 
the expense of the other road. It is obvious, also, that the other 
road would soon retaliate and that the two might then engage in a 
rate war. The final result would be that, except for some new traffic 
encouraged by the low rates, the two roads together would have no 
more traffic than before and would be getting lower rates. But 
before noting the possible extent of this competition, let us turn to 
some other aspects of railroad economics. 
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7. Joint cost illustrated. Railroads operate under conditions of 
joint cost. That is to say, they produce a variety of services which 
in the aggregate cost them a certain sum — the sum total of fixed 
charges and operating expenses, but what any particular unit of 
these services costs to produce, or even one class as a whole, it is im- 
possible to determine. Their position is similar to but more compli- 
cated than that of the farmer who has butchered a lamb after shear- 
ing it. Roughly he may calculate the cost of growing the lamb at 
let us say $10. But how much did it cost to produce the 10 pounds 
of wool or the 90 pounds of meat? They were produced at joint 
cost. Part of the cost of each may be calculated — the extra cost 
involved in shearing the wool or of dressing the meat. Assuming 
that the farmer has grown the lamb for its meat, and has sold the 
meat at a price which covers the cost of growing and butchering the 
lamb, anything that he gets for the wool, over and above the cost 
of shearing and getting it on the market, is clear gain. Assuming 
that he has grown the lamb for its wool, and has sold the wool at a 
price that covers the cost of growing the lamb and shearing it, any- 
thing that he gets for the meat over and above the cost of saving it 
for the market is also clear gain. 

So railroads may calculate how much in the aggregate it costs 
them to handle all their business, but how much it costs to haul the 
freight, and how much to haul the passengers, they do not know. 
Both freight and passenger trains use the same track and cer- 
tain other railroad equipment. As for calculating how much it 
costs to move a certain car of freight, which is one of many in a 
train which might have been moved at no less expense if this car of 
freight had not existed, or calculating the total cost of one of several 
packages of freight carried in a mixed carload — that is clearly im- 
possible. The best that railroad managers can do is to calculate 
the extra cost of hauling extra trains, extra cars, or extra packages 
—a very small fraction of the total cost. The total cost of the 
extra package is the extra cost of loading and unloading it, plus its 
fair share of cost of moving the car, paying for the car, keeping the 
track in repair, building the track, general expenses, etc. No rail- 
way manager makes such calculations. 

8. Why extra traffic pays at ridiculously low rates. So long asa 
railroad has some unused capacity, additional traffic may cost it 
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practically nothing. An extra carload of lumber, for instance, may 
mean merely switching an idle car into place with the labor of men 
already being paid, and hauling this car when loaded along with a 
train that would run anyway over a track imperceptibly affected by 
the extra car. A rate ridiculously low would still leave the railroad 
some net gain. It would be better to haul that extra car for $5 
than not to haul it at all. Likewise, if it were a question of losing a 
carload of traffic, it would be better to try to retain it at $5 than not 
to keep it. Now it is obvious that any carload or any package may 
be considered as that much extra traffic which it would pay the road 
to add or to retain at any rate high enough to more than cover the 
extra cost of adding it or retaining it. If a certain railroad should 
be compelled to charge on the average $50 for moving a car 500 
miles, and other rates in proportion, in order to pay fixed charges 
and operating expenses, it could nevertheless afford to carry an 
additional car for, let us say, $5 rather than not get that additional 
business, or it could afford to reduce the rate charged on any car it 
was handling to $5 rather than lose it. Quite obviously, however, 
it could not haul all its traffic at that low rate, nor could it offer 
such a very low rate for so much additional traffic that it would 
have to provide more equipment and labor to handle it. The fact 
shat additional traffic even at very low rates may increase net 
earnings, and that the loss of part of its traffic will cut down earn- 
ings far more than it will cut down costs, has far-reaching conse- 
quences on railroad competition. 

9. Difference between extra business of railroads and of manu- 
facturers. Something akin to joint cost exists in any business en- 
terprise, as in the manufacture of automobiles, even if only one grade 
of car and nothing else is produced in the factory. All the cars are 
in a sense produced at joint cost. Once the producer has his plant 
built and equipped and his organization developed, and is turning 
out thousands of cars a month, it will cost him little extra to build an 
extra car. The extra costs will consist almost wholly of the material 
used, and the producer could sell this extra car for any price over 
and above this cost and make a profit on it, provided only that he 
could sell the rest of his cars at the old price. But the manufacturer 
turning out a single product cannot successfully maintain two prices 
—one price on his regular output and another and lower price 
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offered to certain persons to induce them to take some extra cars. 
To cut the price on part of the output of like commodities, the manu- 
facturer must cut the price on all. The reason for this has already 
been given in anearlier chapter. The closest approach an automo- 
bile manufacturer can make to price discrimination is to manufac- 
ture two grades of cars — one at a high price and one at a low price, 
offering perhaps somewhat better value, price considered, in the 
cheaper car. 

10. Rate discrimination. But price discrimination, which is diffi- 
cult or impossible for the manufacturer and most other business men, 
is not difficult in railroad transportation and is widely practiced. 
This possibility of price discrimination, rather than merely indirect 
costs and joint cost, is what distinguishes the railroad sharply from 
manufacturing enterprises. Whereas the manufacturer must gen- 
erally make one price for his total output of like articles, the railroad 
charges widely varying rates or prices for practically the same kind 
of service, depending upon circumstances. The principle of the 
railroad managers is quite simple. They usually charge all they 
can get. If they cannot get certain business at a high rate, they 
will try for it at a lower rate — at any rate that more than covers the 
extra cost of that additional traffic. What they can get depends 
upon circumstances — primarily upon these four: 

(1) The value of the service to the shipper. 

(2) The presence or absence of railroad competition. 
(3) The presence or absence of water competition. 

(4) The presence or absence of government regulation. 

11. What the traffic will bear: local discrimination. When a rail- 
road has no competition and is not regulated by Government, it is 
in a position to charge a rate that just about equals the difference 
between the price of a commodity at the point of origin and at the 
point of destination. This is commonly expressed as representing 
“‘what the traffic will bear,” or the full value of the service to the 
shipper. Such differences in price exist because some commodities 
can be produced more cheaply in some parts of the country than in 
others, or because some commodities cannot be produced at all in 
certain sections, and being much desired will sell for a high price if 
shipped in — a price much higher than they will bring at the point 
of production. Wheat, for instance, can be produced at a lower cost 
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in Kansas than in New England. Iron can be produced more 
cheaply in Pennsylvania than in Kansas. Oranges cannot be 
grown in Wisconsin, but will bring a good price there if shipped in 
from Florida or California. Railroads could not exist except for 
such differences in prices unless they lived on their passenger traffic. 
Let us note how rates tend to be fixed under monopolistic condi- 
tions. A certain railroad runs from a coal-producing center, which 
we may call A, through a city 100 miles distant, which we may call 
B, and another city 200 miles distant, which we may call C. Nei- 
ther of the cities B and C has coal mines near it; but wood is cheap 
in both of them, and will be burned instead of coal unless coal can 
be had for not more than $5 a ton. At the mines at A coal sells for 
$2 a ton. The situation is graphically depicted in the following 
simple diagram: 


a C——— > 
Price Price Price 
of $2 of 7 $5 of 7 $5 
Coal Coal Coal 


An enterprising merchant discovers this price difference — a dif- 
ference of $3 between the price at the mining town and the price 
that buyers in B and C would pay for coal rather than continue 
burning wood — and inquires concerning the rates the railroad 
would charge for hauling the coal. The railroad men find that he 
is willing to engage in the business of shipping coal if he can clear 
$1 a ton above the cost of the coal and the railroad rates. There- 
fore, they fix the rate at $2 a ton, which is all the traffic will bear. 
This case, which is not fanciful, illustrates not only the principle of 
charging what the traffic will bear, but also one of the results of this 
practice — local discrimination in rates. The town B, which indi- 
rectly pays the freight in its price of coal, pays just as much for a 
haul of 100 miles as C pays for a haul of 200 miles. The one pays 
two cents per ton-mile, and the other only one cent. 

12. Commodity discrimination. Charging what the traffic will 
bear leads also to rate discrimination among commodities, the rate 
commonly being fixed higher on high-priced commodities than on 
low-priced commodities, although the actual cost to the railroad of 
moving the two classes of goods may be the same. To illustrate 
this point: If our railroad had tried to charge more than $2 a ton for 
the coal, the merchant would have asked more than $5 a ton for it 
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at towns B and C. But rather than pay more the consumers 
would have burned wood. In contrast note the case of raw silk 
selling for $5, or more, per pound, or $10,000 per ton. A freight 
rate of $2 a ton on silk would be only .02 of 1 per cent of its value, as 
against 40 per cent of the value of the coal. It is obvious that if the 
manufacturer were willing to pay $10,000 for a ton of silk, and an- 
other $10,000 or more for the labor and factory equipment to turn 
it into cloth, he would not hesitate to pay many times $2 a ton in 
freight rates rather than not get the silk. How much he would pay 
the railroad might not know, but the management would try him 
out with a rate much higher than the rate on coal, say, $20 a ton. 
At all events, the charge would be made on the basis of what the 
trafic would bear — all that the railroad managers thought they 
could get. 

The foregoing paragraphs show why it is easy for a railroad to dis- 
criminate in rates. The citizens in C may know that the citizens in 
B are getting cheaper rates per ton-mile, but the only way they can 
take advantage of this knowledge is to move to B. The silk manu- 
facturer knows that coal takes a lower rate than silk, but he cannot 
make silk hosiery or silk cloth out of coal. If, however, a manufac- 
turer sold automobiles to some buyers at $500 and tried to get $1000 
from others, the favored buyers would soon be reselling to those 
discriminated against, and no more cars could be sold for $1000. 

13. How competition modifies what the traffic will bear. When 
two or more railroads operate between the same cities, competition 
is likely to develop, and this competition is likely to grow exception- 
ally severe for various reasons already mentioned and to some ex- 
tent discussed in the preceding sections of this chapter. Under 
competitive conditions each road, of course, charges rates as high 
as it can get under these circumstances, just as it charges all it can 
get under monopoly. But what it can get may be a great deal less. 
In the first case it may be all that the shipper is willing to pay rather 
than not ship at all. In the second case it is only as much as the 
shipper may be compelled to pay if he ships over some other road. 
A case like this might arise — in fact cases like this did frequently 
arise in the early days of American railroad competition: 

Railroad X and railroad Y both ran through cities A and B. 

From A to B both railroads carried a heavy traffic of wheat, at a 
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rate of 30 cents a hundred pounds. Railroad X found that it had 
some idle box cars and could haul a few extra cars of wheat at a cost 
of less than 10 cents a hundred pounds. Therefore it reduced its 
rates to 29 cents, hoping to get the extra traffic and increase its 
profits. A 10 per cent increase in its wheat traffic would increase 
its net gain despite its lower rates on the old traffic. But this traffic 
it necessarily drew away in large part from railroad Y, which thereby 
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suffered a sharp loss in net earnings available for dividends. Rail- 
road Y thereupon retaliated by reducing its own rates to 29 cents or 
lower, hoping thereby to regain the lost traffic. For the same rea- 
son that it cut rates at first, X would now cut rates again, and Y 
would meet the cut or more than meet it. This sort of warfare 
between the competing roads might continue until each was charg- 
ing on all its grain traffic a rate that merely covered the ‘‘extra 
cost”’ of moving the extra cars it expected to gain or retain by its 
latest cut in rates. The war might also spread to the rates on other 
commodities, until all the rates were based on the principle of cov- 
ering the ‘‘extra cost”’ of moving an extra car. The roads would 
then be in the position of the farmer who owned a lamb which cost 
$10 to raise, but who sold the wool for 10 cents because that was all 
it cost to shear it, and the meat for 50 cents because that was all 
it cost to dress it. 

Naturally by the time the roads had reached this condition or 
before that time, they would have failed, being unable to pay their 
fixed charges and operating expenses, unless they had a great 
deal of “‘local” traffic — that is, traffic to or from non-competitive 
points on their lines — on which they maintained high rates. Even 
if the roads did not make the rates so low as to cover merely the 
extra cost of moving the extra car or cars, but marked down their 
rates only to the level indicated as profitable on the assumption that 
total expenses increase one third as rapidly as total traffic — as in- 
dicated in our table of constant and variable expenses — they would 
still be ruined, provided that the cut in rates was extended to the old 
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traffic as well as to the new, as it tends to be, once rate-cutting is in 
fullswing. Even in this case they would not eara both fixed charges 
and operating expenses. 

14. Effect on competition of few competitors and specialized 
plant. In manufacturing, when competition tends to become ruin- 
ous among producers of a certain commodity the situation may be 
relieved by the fact that among the considerable number of pro- 
ducers the least efficient may be ruined before the more efficient, and 
when they quit producing, the business of the rest may be somewhat 
improved. Furthermore, some of the more efficient producers, 
discouraged at the losses suffered in this business, may give their 
plants over to the production of other commodities. But in railroad 
transportation the competitors are comparatively few in number, 
sometimes only two, and none is likely to be ruined absolutely be- 
fore the others also are practically ruined. Moreover, railroads 
cannot be converted to other uses. The plant is highly specialized 
and can be used only for transportation. Practically the only al- 
ternative is to sell it for junk. 

15. Water competition. Even if railroads did not compete 
among themselves, they would still have to meet competition on 
much of their traffic. Their chief competitors in the past have been 
waterways. Whenever two points are connected by boat lines on 
rivers, lakes, or canals, or along the seacoast, railroads can charge 
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no higher rates than these competing boat lines on goods which can 
be as satisfactorily shipped by water as by rail. The railroad rates 
on lumber from Seattle to New York or other Atlantic ports, for 
instance, must meet the rates offered by steamers by way of the 
Panama Canal. Cheap bulky commodities may be shipped from 
Saint Louis to the points down the Mississippi by river steamers. 
The Great Lake steamers offer cheap rates between the various 
cities on the Great Lakes. Between such points, then, railroad 
rates must be low on all commodities that can move by water. As 
a result of water competition local discrimination in rates often de- 
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veloped against interior cities that had no water competition. Mer- 
chants in Spokane, Washington, for example, had to pay higher 
rates than merchants in Seattle on manufactured goods shipped 
from New York, because on the shipment from New York to Seattle 
the railroads had to compete with the boats running through the 
Panama Canal or around South America, whereas on the route to 
Spokane they had no such competition. The rates tended to be 
made on the following basis: 
New York to Seattle, $1.00, to meet the water rate. 


New York to Spokane, $1.25, what the traffic would bear. 
Seattle to Spokane, $0.25, what the traffic would bear. 


The Spokane merchant now had the choice between shipping direct 
to Spokane from New York for $1.25, or shipping by water from 
New York to Seattle, and back from Seattle by rail to Spokane, also 
for $1.25. 

Water rates tend to be low because any one who has a ship can 
compete: the track is already laid. Furthermore, expenses for 
labor and fuel are less per ton-mile by ship than by rail. If rail- 
roads had to meet the water rates on all their traffic, they could not 
make expenses. But many kinds of commodities cannot well be 
shipped by water, and most parts of the country do not have effec- 
tive water competition. In meeting water competition, then, the 
railroads have a clear case of making specially low rates in order to 
get the extra traffic, which pays if it more than covers the extra 
cost of handling it. 

In recent years motor truck competition has made some inroads 
on railroad revenue, but mainly on short hauls, and this loss of 
short haul business, which is relatively expensive to handle, has 
been made up in part by the increase in long hauls resulting from 
business expansion for which the motor trucks have been partly 
responsible. In the future the railroads will have to compete with 
airships and aéroplanes. 

16. Personal discrimination. In the foregoing sections some of 
the effects of railroad competition have been noted, including local 
discrimination, commodity discrimination, and ruinous rate wars. 
Some other important results must be noted. One of these is per- 
sonal discrimination — that is, granting lower rates to some persons 
than to others in the same city on the same commodity. How and 
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why personal discrimination arose can be most readily explained by 
a simple example, by no means purely hypothetical: 

Railroad X and railroad Y ran closely parallel through a wheat- 
growing section of Kansas. Along each road a number of grain 
dealers were buying wheat from the farmers and shipping it to 
Kansas City. The railroad rate on wheat on both roads to Kansas 
City was equal to nine cents a bushel. All the dealers received 
the same price for their grain, so that all could pay about the same 
price and make a reasonable profit. Each road tended to get about 
half the business. Now railroad X desired to get some of Y’s busi- 
ness, but did not care to cut rates openly and thus start a ruinous 
rate war. Therefore it secretly offered to the most energetic grain 
dealer on its line a rate of seven cents, or two cents less than all 
others paid. This enabled him to pay two cents more to the farm- 
ers and still make the same profit per bushel as before. He nat- 
urally got most of the wheat within easy hauling distance of his ele- 
vator. Up and down the railroad then he built or bought out other 
elevators and soon he was a wealthy man, while his competitors 
were ruined. At the same time railroad X gained much additional 
traffic at the expense of the other road. It sometimes happened 
that after a railroad had thus for its own advantage enriched one of 
its shippers by giving him low rates and a practical monopoly of the 
business, it would find the favored shipper demanding still lower 
rates and threatening to divert his traffic to the rival road if his de- 
mands were not met. Personal discrimination also arose in many 
other ways which cannot here be discussed.! 

17. Pools, rate agreements, combinations. The danger of ruin- 
ous competition often led the competing railroads to form agree- 
ments or contracts of various kinds to maintain rates at a profitable 
level. Three competing roads from Omaha to Chicago, for in- 
stance, once agreed to divide their traffic between these two cities 
equally, and no longer compete for traffic by cutting rates, and they 
kept this agreement for twelve years. This sort of agreement is 
called a “pool.”” In other cases several roads merely agreed not to 
cut rates, without dividing the traffic equally, but such agreements 
were easily broken. ‘They were found to constitute a violation of 


1 For an excellent account of actual cases of personal discrimination and methods 
used, see Ripley, Railroads: Rates and Regulation, ch. 6. 
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the Sherman Anti-Trust Act, too, as indicated in the chapter on 
Industrial Monopolies. Still another result of ruinous competition 
was the combination of competing lines into one larger system. The 
various evil results of unregulated competition on the one hand, and 
the monopolistic conditions that prevailed in relation to part of the 
traffic on the other hand, led to legislation providing for government 
regulation of railroad rates and service. 

18. Through lines and competition. Competition among rail- 
roads is confined largely to so-called ‘‘through traffic’? — that is, 
traffic consisting of relatively long hauls between large cities served 
by two or more railroads. Traffic to and from small cities served by 
only one railroad is monopolistic in nature. It follows from these 
facts that competition among railroads did not grow severe or be- 
come of great national importance until there were in existence 
long railroad lines under one management. The early railroads 
were short lines in the States along the Atlantic Ocean. Grad- 
ually, however, other lines were built in States farther west, and 
the short lines were joined by what is called ‘“‘end to end com- 
bination,’”’ to form through lines. Thus the New York Central 
from Albany to Buffalo was formed in 1853. Later the New 
York Central was combined with the Hudson River Railroad at 
its eastern end and with the Lake Shore and Michigan Southern 
on its western end, to form a through line from New York City 
to Chicago. Similarly, during the 1870’s, were formed the Bal- 
timore and Ohio, the Pennsylvania, and the Erie Railroad sys- 
tems, all reaching to Chicago in the West and the Atlantic sea- 
board in the East. It was the development of these four “trunk 
lines”? and other similar through systems that led to disastrous rate 
wars and magnified the evils of discrimination in rates. It was 
natural, therefore, that government regulation should follow closely 
upon this growth of the large railroad systems. 

19. The Interstate Commerce Commission. Government regu- 
lation of railroads, like government regulation of public utilities, has 
in this country been put largely into the hands of commissions. 
But in addition to the various state railroad commissions or public 
service commissions that regulate public utilities as well as railroads, 
we have a federal commission called the Interstate Commerce 
Commission, established in 1887 by an act of Congress called the 
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Interstate Commerce Act. State regulation began about 1870, 
and twenty-five States had already set up commissions to regulate 
railroads within their borders before the Interstate Commerce 
Commission was appointed. The various state commissions under- 
take to regulate rates, service, building of new tracks, issues of 
stocks and bonds, ete., with results often good, but sometimes ridic- 
ulous and harmful. State regulation, good or bad, has become 
subordinated to federal legislation in recent years. This was in- 
evitable, since railroad transportation is largely interstate transpor- 
tation, and individual States found themselves unable to control 
railroads running through several States. The Supreme Court has 
ruled that when orders of the Interstate Commerce Commission 
come into conflict with orders of some state railroad commission 
attempting to regulate the railroads within a state, the federal 
regulation takes precedence. The remainder of our brief discus- 
sion on this subject will be devoted to federal regulation. 

20. Primary purpose and complexity of government regulation 
of railroads. At the outset let it be noted that the primary purpose 
of government regulation of railroads is the same as the purpose of 
regulating public utilities, namely, to insure the public reasonably 
satisfactory service at a reasonable rate. There is a close parallel 
between the nature of the problems and difficulties encountered 
in regulating railroads and those encountered in regulating public 
utilities, but the commissions that undertake to regulate railroads 
find some extremely difficult problems not encountered by the 
public service commissions in regulating the local public utilities. 
These extra difficulties of the railroad commissions arise mainly 
from two sources, namely, competition between railroads or be- 
tween railroads and waterways and the multiplicity of railroad 
rates. 

The average public utility enterprise is local in character and has 
a monopoly of the local business. It produces only a single pro- 
duct, or at most a few products. The public officials must fix only 
a single rate, or at most a comparatively small number of rates, such 
as the rate of gas per 1000 feet, or of electric current per kilowatt 
hour. If, to meet different needs, variations in the rate are provided 
for, as for current for lighting or power or heat, these variations are 
few in number. The large holding companies that control a great 
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number of local public utilities in various States are not themselves 
regulated. Their earnings are indirectly regulated through the 
rates of the concerns they control, from which they draw their in- 
come in the form of interest on bonds or dividends on stock. These 
companies are in fact nothing but stockholders of the local concerns. 

But railroads compete for traffic with other railroads and with 
water carriers, and in fixing their rates the Interstate Commerce 
Commission must bear in mind the possible effects on this competi- 
tive business. Lowering the rates of an electric light and power plant 
is equivalent to reducing its earnings, but lowering the rates of a 
railroad company competing with other railroads may increase its 
net earnings by drawing to it the competitive traffic, and at the 
same time ruin some other railroad through loss of this same traffic. 
Furthermore, railroad rates are literally millions in number, since 
there must be a rate for each of thousands of commodities, and for 
each of these commodities a rate from each of thousands of stations 
to thousands of other stations. It is only by classifying commodi- 
ties into groups taking the same rate, and by grouping stations to- 
gether into zones taking the same rates, as far as this is practicable, 
that the task is reduced at all to manageable proportions. But at 
the best there remains to be dealt with an enormous number of dif- 
ferent rates. 

In the case of public utilities the rates may be held to be reason- 
able when they are high enough — and only high enough — to yield 
a fair return on the investment in the business. But in the case of 
railroads not only must the rates as a whole be reasonable in the 
sense of yielding a fair return on the investment, but they must be 
reasonable relatively to one another. ‘There must be, in fact, no un- 
necessary discrimination. The foregoing discussion on the nature 
of railway competition and the objects of regulation indicates the 
nature of the laws enacted to control the railroads. 

21. Main provisions of the Interstate Commerce Act. The main 
provisions of the Act to Regulate Commerce, of 1887, which ap- 
plied to railroads or combined rail and water lines, were the follow- 
ing: 

(1) Rates were to be reasonable and just. 


(2) Personal discrimination in rates was forbidden. 
(3) Undue preference of any kind was forbidden. 
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(4) Charging more for a short haul than for a long haul under substan- 

tially similar circumstances and conditions was forbidden. 

(5) Pooling, or agreements to divide traffic or profits, was forbidden. 

To carry out these and other provisions of the law a Commission 
of five men was established to be appointed by the President of the 
United States. This Commission was given the power to obtain 
from the railroads or from other persons called as witnesses, the nec- 
essary information required in its work. If the railroads refused to 
obey any order of the Commission, it could appeal to the courts to 
enforce its order. 

22. The Commission declared practically powerless by the Su- 
preme Court. Within a few years it became evident that under the 
law as it stood the Interstate Commerce Commission was powerless 
to regulate rates. Witnesses called to testify before the Commis- 
sion refused to testify on the ground that their testimony would in- 
criminate themselves and were upheld by the courts. This particu- 
lar weakness of the Commission was soon remedied by the Compul- 
sory Testimony Act of 1893. But when the Commission in 1891 
ordered a reduction in freight rates from Cincinnati to Atlanta, on 
the ground that the existing rate was unreasonably high, the case 
was taken to the courts, and the United States Supreme Court de- 
cided: ‘‘It is one thing to inquire whether the rates which have been 
charged and collected are reasonable, — that is a judicial act; but 
an entirely different thing to prescribe rates which shall be charged 
in the future, — that is a legislative act.’ Then the Court added 
that Congress had not conferred rate-making power on the Com- 
mission.!. Thus by interpretation of the Act by the Court, the 
Commission could do no more toward regulating rates than to ex- 
press a pious opinion that they were unreasonable, an opinion which 
the railroads would view with impious indifference. 

The provision against local discrimination likewise could not be 
enforced by the Commission. This provision, the reader should be 
reminded, was to the effect that the railroads were not to charge 
more for a short haul than for a long haul under substantially simi- 
lar circumstances and conditions. Now, generally speaking, local 
discriminations of this sort, or violation of the long and short haul 


1“The Maximum Freight Rate’? case. Decided by the Supreme Court of the 
United States, May 24, 1897. 167 U.S. 479. 
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clause, as it is called, occurred only when there was competition 
between railroads or between railroads and waterways for the long 
haul, but not for the short haul, as indicated by this diagram: 


A B C 


The two railroads running through A, B, and C, and A, D, and C, 
respectively, competed on the long haul from A to C, but not on 
the short hauls from A to B, and from A to D. On these short 
hauls, then, they charged what the traffic would bear, but on the 
long hauls they cut rates in competing for the traffic, with the com- 
mon result that the rate from A to B, or from A to D, was higher 
than the rate for the longer distance from A to C. When, there- 
fore, the Supreme Court held that railway competition at the 
points A and C made circumstances and conditions dissimilar to 
those existing at B and D, the long and short haul clause became 
practically a dead letter.! 

The provision against personal discrimination, too, was difficult 
to enforce, because it was difficult to prove that personal discrim- 
ination existed. Other defects of the law became obvious after a 
time, and to make government regulation effective and satisfactory, 
several subsequent laws were passed, which must be dismissed with 
a few words. 

23. Later laws give commission full legal power over rates, but 
its power is limited by economic law. Personal discrimination per- 
sisted under the Act of 1887 largely because of the wording of the 
law, which made it difficult to prove that such discrimination was 
taking place. Toremedy this matter, Congress in 1903 passed the 
Elkins Act, under which the Commission, with the support of the 
railroads themselves, succeeded in practically stamping out per- 
sonal discrimination. The railroads favored this measure because 
powerful shippers had practically been compelling the competing 
railroads to grant them favorable rates, to the financial loss of the 
roads. If a powerful shipper demanded a low rate from one rail- 


1“The Alabama Midland”’ case. Decided by the Supreme Court of the United 
States, November 8, 1897. 168 U.S. 144. 
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road under threat of giving all his business to a competing line, 
nothing but rate agreements among the roads or government inter- 
ference would prevent the favor from being granted. 

The Hepburn Act of 1906 specifically conferred upon the Com- 
mission power to prescribe reasonable maximum rates, a power the 
courts had held it did not possess under the Act of 1887. 

The Mann-Elkins Act of 1910 increased the Commission’s power 
over rates by granting it the power to suspend changes in rates pro- 
posed by the railroads until the new rates could be examined in re- 
spect to their reasonableness. This law also brought back to life 
the long and short haul clause by eliminating the words “under sub- 
stantially similar circumstances and conditions.’”’ These three 
laws, through the provisions here named and other lesser provisions, 
made the Interstate Commerce Commission a rate-regulating body 
with such substantial powers that it practically controls, as much as 
any body of men could control, the railroad rates of the country. 
Absolute power over rates it does not have, any more than the rail- 
road managers would have without government regulation. It 
cannot fix rates higher in any case than the traffic will bear. It 
dare not fix the rates as a whole on such a low level that they will not 
yield a fair return on the investment, not only because that would 
be against the law, but because it would ruin our country’s business 
by ruining the railroads. It cannot altogether abolish local dis- 
crimination, because it must permit discrimination in favor of points 
enjoying water competition, since railroads must meet water rates 
to get the traffic. The Commission accepts the fact that in some 
cases it is better for the railroads to get this extra traffic at a low 
rate than not to get it at all, and that equally low rates on all the 
traffic would ruin the roads financially. The Commission can pre- 
vent in some cases, although not in all, local discrimination arising 
from railroad competition, because it can usually compel all the 
competing roads to raise their rates at the competitive points to a 
level that does not discriminate against the non-competitive points. 
The Commission also accepts the fact that high-grade commodities 
will bear a higher rate than low-grade commodities, and that it is 
better to grant a lower rate on low-grade traffic than not to get this 
traffic, if this rate does more than pay the extra costs of moving 
the extra traffic, and if granting rates as low on all commodities as 
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it must give these low-grade commodities would mean the ruin of 
the railroads. Thus it must discriminate between commodities. 

24. Valuation and a reasonable return. The Act of 1887 gave 
the Commission no logical basis on which to fix a level of rates that 
would be reasonable. As in the case of public utilities, and for the 
same reasons discussed in the preceding chapter, rates may be held 
to be reasonable when they yield a fair return on the value of the 
investment. To fix reasonable rates on railroads, therefore, some 
method of valuation had to be devised. Such a method was pro- 
vided for in the Valuation Act of 1913, under which the Com- 
mission has labored for more than ten years to determine the value 
of the investment. The method used, in brief, has been to find the 
cost of reconstructing the railroads, minus depreciation, on the 
basis of the general price level of labor and materials in 1914. The 
land of the railroads is valued on the basis of the selling value of 
similar and adjacent land, rather than on the basis of original cost. 
According to these principles the Commission found a tentative 
valuation a little below $20,000,000,000. To this valuation costs of 
subsequent additions and betterments are naturally to be added. 

This valuation is subject to two main criticisms: First, by the 
railroads it is held to be too low, since it values their investment at 
the low price level of 1914, whereas non-regulated corporations en- 
joy a valuation based on present prices, something like 50 per cent 
higher. Second, opponents of railroads maintain among other 
things that the valuation is too high because it covers the cost of 
building railroad lines that should never have been built — foolish 
investments; because it values the land at much more than the rail- 
roads paid for it — much of it they got free as a government sub- 
sidy; and finally because part of these lines are held to have been 
built out of profits previously made out of unreasonably high rates. 
This work of valuation has been enormously expensive, having 
cost to date in the neighborhood of $100,000,000, and has taken so 
long that some of the statistics may be out of date before the results 
are applied. 

25. The Transportation Act of 1920. ‘The latest important act 
regulating railroads is the Esch-Cummins Act, or the Transportation 
Act of 1920. This law provided for the return of the railroads to 
their owners, after they had been operated by the Government as a 
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war emergency measure for the two years from March, 1918, to 
March, 1920. In addition to indicating more clearly according to 
what principles the Commission should apply the long and short 
haul clause, and providing for codéperation between the Interstate 
Commerce Commission and the state railroad commissions, and 
some other matters, this law undertook to provide a logical basis for 
determining the general level of rates which would yield a fair re- 
turn on the investment. 

This law stated that the Interstate Commerce Commission 
should initiate a general level of rates such that the roads as a whole 
might earn 6 per cent on the value of their investment, as deter- 
mined under the Valuation Act of 1913. One half of 1 per cent of 
this 6 per cent, however, should be set aside for betterments and 
improvements. This return was in no way guaranteed to the roads, 
but was merely set as the ideal toward which the Commission should 
strive in fixing the rate level. The Commission fixes the rates at a 
level that it hopes will permit the railroad to earn the stated return. 
Then it is up to the railroads to get the business and earn the return 
if they can. This standard return was at the end of two years re- 
duced to 5.75 per cent. If at the rates set the railroads fail on the 
average to earn the stated return, the Commission may grant a 
general increase in rates, but it is not assured that such a general 
increase in rates will increase the railroad revenues. It may be 
more than the traffic will bear, and the revenues may fall instead 
of rising. So far on the average the roads have failed to earn the 
standard return on their estimated valuation. 

The greatest difficulty in applying this provision of the law is 
this: a level of rates that will permit a well-managed, well-built, and 
well-located road to earn more than 6 per cent may not permit its 
competitor, a less efficient road, to earn half that much. Yet under 
such circumstances it will do no good to raise the rates on the less 
efficient road, since this would merely divert its traffic to the more 
efficient competitor and still further deplete the earnings of the 
first. One solution of this difficulty is to permit the strong roads 
to absorb or consolidate with themselves the weak roads, so that a 
number of great railroad systems will be built up, each composed of 
some strong and some weak roads. These great systems would be 
so organized that they would compete with one another for traffic, 
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so that to some extent competitive conditions might be retained. 
A plan for such consolidations, with specific recommendations as to 
which roads might be combined into each of the systems proposed, 
was drawn up for the Commission by Professor W. Z. Ripley, an 
outstanding authority on railroad problems, but this plan has not 
won the approval of the railroads concerned. Unless the railroads 
voluntarily consolidate into systems on some plan acceptable to the 
Government, they may be compelled to accept the government plan 
of consolidation. 

26. Recapture of earnings clause. Another feature of the Act of 
1920 was the recapture of earnings clause. This clause provided 
that if at the general level of rates fixed to yield an average return 
for all roads of 6 per cent, the more efficient roads earned more than 
6 per cent, they must surrender half of the excess to the Govern- 
ment. This makes it possible for the stronger roads to earn and re- 
tain for their stockholders more than the standard return, originally 
6 per cent, but now 5.75 per cent. The railroads have contested the 
constitutionality of this recapture clause, but in the Dayton-Goose 
Creek case, the Supreme Court upheld the Government’s right to 
claim these excess earnings. 

The Act of 1920, in addition to encouraging consolidation of rail- 
roads into great systems, which at one time was held to be unlawful 
under the Sherman Anti-Trust Act, specifically permits pooling of 
traffic and profits, which was unlawful under the Act of 1887. Re- 
cently a plan has been proposed to pool, in a sense, the earnings of 
weak roads and strong roads, by permitting rate increases on both, 
but compelling the strong roads, such as the Atchison, to turn over 
the extra earnings to the weak roads, such as the Saint Paul. Nat- 
urally this meets the opposition of the strong roads and gains the 
support of the weak. 

It should clearly be held in mind that the Transportation Act of 
1920 by no means equalizes the return on all railroad stocks. In the 
first place, a weak road might not earn enough to pay fixed charges 
and operating expenses, and would therefore earn nothing for its 
stockholders. A road which just exactly earned the standard return 
of 5.75 per cent on its valuation might earn more than that on its 
common stock if it had large issues of bonds outstanding which 
drew interest at less than 5.75 per cent, or if the railroad property 
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had a valuation in excess of the par value of its stocks and bonds. 
For example, a railroad might be valued by the Commission at 
$1,000,000,000, and be entitled, therefore, to retain all of its earn- 
ings up to $57,500,000, and half of its earnings above that sum. 
Suppose it had outstanding only $500,000,000 in bonds bearing five 
per cent interest, and only $400,000,000 in common stock, and no 
other securities, and suppose it earned, available for interest and 
dividends $11,000,000 more than the $57,500,000 representing 
5.75 per cent on its investment. It could retain half of this 
$11,000,000, or $5,500,000, which, added to its $57,500,000, would 
make $63,000,000. Subtracting from this sum the interest on the 
bonds, or $25,000,000, would leave $38,000,000, which would equal 
9.5 per cent on its common stock. 

It is not correct to say, therefore, that under the Transportation 
Act there is no incentive for good management. It cannot be de- 
nied that half of $11,000,000, as in the foregoing example, is better 
than nothing, nor that 9.5 per cent is better than 5.75 per cent. 

27. Government control over new construction and issues of se- 
curities. One additional feature of railroad regulation must be 
noted. Since under a system of rates based on the value of the in- 
vestment, the Government to some extent assumes an obligation to 
the investors — holding forth at least the promise of a fair return 
on the investment — it becomes desirable to maintain a close super- 
vision over future investments in railroad property. Railroads 
must obtain government approval for new construction, and govern- 
ment permission for the issue of additional stocks and bonds with 
which to finance new projects. Government regulation of railroad 
train movement, safety devices, and labor controversies, and some 
other features of government regulation, for lack of space must be 
omitted from this discussion.! Enough has been said on the subject 
to show why the transportation industry differs from other indus- 
tries in such a radical way as to justify strict government control, 
and to indicate the nature of the problems of government regula- 
tion and the methods applied by the Government to solve them. 
For more complete discussion of these problems the reader must be 
referred to the standard works on railroad transportation. It is too 


1See Chapter XXII, Section 15, for a brief discussion of the Watson-Parker Bill 
providing for adjustment of railroad labor disputes. 
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early as yet to draw any final conclusions about the success or fail- 
ure of government control. But those who oppose government 
control in general, or the Transportation Act of 1920 in particular, 
must be reminded that the alternative to government control of 
railroads is not a hands-off policy by the Government, but govern- 
ment ownership. 


EXERCISES 


1. Explain why a railroad that was just barely making expenses at the rate 
it was charging might make a profit from additional traffic gained by 
lower rates. 

2. If a railroad with a gross revenue from operations of $100,000,000 earns 
$2,000,000 for its common stock, how much would it earn for its common 
stock if with the same rates in effect it gained 2 per cent more traffic? 
10 per cent more traffic? 20 percent more traffic? Assume that operating 
expenses increase only 50 per cent as much as traffic. 

If there were 1,000,000 shares of common stock outstanding, and if 
market price always represented ten times the earnings on the stock, 
what would be the market price of the stock under the above conditions of 
traffic and earnings? 

3. Explain why and how local discrimination in railroad rates arises; personal 
discrimination; commodity discrimination. In each of these three cases 
explain whether or not discrimination is an evil. 

4. What is the primary purpose of government regulation of railroad rates? 
What are the difficulties of government regulation? If government regu- 
lation fails, what will be the probable outcome? Why? 

5. Has government regulation of railroad rates decreased or increased the 
incentive for good management of railroads? Why? 
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CHAPTER XIX 
DEMAND SCHEDULES FOR LABOR 


1. Simplicity of the wages problem before the factory system. 
Under primitive conditions, when we may suppose that each man 
worked to produce all the things he needed, each worker received 
the product of his labor. Everything that he completed with his 
own hands was his unless some stronger man took it from him by 
force. After simple division of labor developed and each workman 
tended to specialize at making some one thing, such as shoes, he still 
owned whatever he produced, but it was no longer all available for 
his own use. Some of his shoes, for example, the shoemaker had to 
trade for other consumers’ goods he needed, and some of them he 
had to trade for tools and materials with which to make more shoes. 
Thus there arose the problem of determining how many of a hundred 
pairs of shoes produced by the shoemaker would be given to the man 
who produced the leather, and to the man who produced the tools, 
and how many pairs would be passed on further to the man who sup- 
plied the hides from which the leather was made, and to the man 
who supplied the materials from which the tools were made, and so 
on. It did not occur to the shoemaker, perhaps, that there was a 
problem. He simply traded as many shoes as were necessary for 
tools and leather, or, after money was introduced, bought for as 
little money as possible as much leather and as many tools as he re- 
quired. Competitive conditions and his own bargaining power deter- 
mined how large a part of his supply of shoes, or of the money he re- 
ceived for his shoes, he would have available to trade for consumers’ 
goods or to save. And when it came to bargaining he no doubt con- 
sidered himself as smart a man as the next one and amply able to 
protect himself from unfair dealing. So it was also with other 
craftsmen working under the handicraft and domestic systems that 
prevailed before the development of the factory system with its 
machine processes and complex division of labor. 

2. The present wages system. Under our present economic or- 
ganization most workers in the manufacturing industries no longer 
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work as their own masters. They find it more advantageous to 
work for wages in large business establishments in which they have 
little or no ownership interest and over which they exercise little or 
no control. In mining and transportation similar conditions pre- 
vail, and to a marked extent also in merchandising. Only in agri- 
culture does the small master still flourish with few or no hired men 
to complicate his business, and even in agriculture the signs of the 
times point to the coming of large-scale production. In agriculture 
the greatest obstacles to the development of large-scale production 
have been the difficulty of supervising labor over large areas and the 
seasonal nature of the work. But, as stated in an earlier chapter, 
the use of motor trucks, farm tractors, and automobiles diminishes 
the difficulty of supervision, and there are possibilities of large-scale 
producers’ conducting farms in various sections of the country pro- 
ducing various crops planted or harvested at varying months under 
various climatic conditions, and, with cheap means of transporta- 
tion, keeping their labor force busy the year around by shifting it 
from State to State. At any rate, without taking into considera- 
tion these possibilities of the future, we may say that most people 
gainfully occupied in the United States at present in other than agri- 
cultural pursuits are working for wages. Furthermore, for most of 
these their wages constitute their only important source of income. 
Upon their wages depend their welfare, their health, their very life. 
These things being so, the principles that determine the rate of 
wages are surely worth serious consideration. Unfortunately, how- 
ever, the two parties most directly concerned with wages — the 
employers and the employees — are often more disposed to quarrel 
about wages than to study the principles of wage determination, and 
for this reason wages and profit are both smaller than they need be. 
The time that is lost in quarreling does not produce wages or pro- 
fits or a solution of the problem that will prevent future disputes. 

3. How much can a particular worker expect to get in wages for 
helping to make a product on which many workers cooperate? It 
is our purpose in this chapter and the next to consider the general 
principles according to which wages are determined under com- 
petitive conditions. Ina later chapter we will further examine the 
subject of wages and note to what extent these principles are modified 
when competitive conditions do not exist. We will take up first the 
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demand for labor, and then the supply. The demand for labor is 
twofold. There is on the one hand a demand for labor as a con- 
sumers’ good, and on the other a demand for labor as a produc- 
ers’ good. When I employ a workman to satisfy my wants directly 
by his labor — as when I have my shoes shined, my hair cut, or my 
dinner served in style —I may consider such labor a consumers’ 
good. But if I am a business man and employ workmen to help 
me produce something which I may sell at a profit I may consider 
such labor a producers’ good. In the problem of wages we are pri- 
marily concerned with labor as a producers’ good. 

Our immediate problem is this: How much can a laborer expect to 
get for his labor from a business man? Is the laborer entitled to the 
“full product” of his labor? If by full product of his labor we 
mean all the goods his labor helps to produce, certainly not. All the 
hundreds of workmen in a large shoe factory help to produce all the 
shoes, but not each one can have all the shoes. Neither can all the 
workers in the factory together have all the shoes. The workmen 
who made the machinery, the building, the materials, and the sup- 
plies used in making the shoes must be paid for their labor. Each 
of these has just as good claim to all the product he helped to pro- 
duce as the men in the factory. This appears so obvious that it 
seems almost foolish to waste words over it. Nevertheless, some 
writers imply, if they do not say so outright, that the workers in the 
shoe factory have been exploited if they get in money wages only a 
part of the total money value of their product. How much can the 
laborer expect to get in wages, if not the full money value of the 
product he helps to produce? We can answer this question by a 
careful consideration first of demand schedules for labor, and sec- 
ond of conditions affecting the supply of labor. We will not try to 
answer at this point the question of how much the workman ought 
to get, or how high a standard of living he has a right to enjoy, but 
the question of what determines how much the employers are able 
and willing to pay rather than do without their workmen, and how 
much they actually are compelled to pay under competitive condi- 
tions. 

4. Labor one form of producers’ goods. Labor, to the employer, 
is a variety of producers’ goods, and the price he will pay for it is 
determined very largely by the same principles that determine the 
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prices of other producers’ goods. What the employer buys is not 
labor in general, however, but some particular kind of labor. In 
other words, he hires not workmen in general, but particular classes 
of workmen to perform particular jobs, and we must approach the 
problem of wage determination from this point of view. The total 
demand for any particular class of workmen is made up of the indi- 
vidual demands of all business men who want to hire that particular 
class of workmen. For highly specialized workmen, like loom fixers 
in cotton mills, the demand is narrow, being confined to employers 
in the weaving division of the textile industry. For unskilled day 
laborers the demand is as broad as all business activity, since prac- 
tically all business men employ at times some unskilled workmen. 
The various possible employers of any particular grade of workmen 
can and will pay various rates of wages rather than go without them, 
and most employers can and will pay more for a short time than in 
the long run, and often more for a few workers of a particular class 
than for more workers of the same class. Let us consider why this 
is so. 

5. Demand schedules for labor. We need to remind the reader 
here of the discussion of demand schedules for producers’ goods in 
Chapter VII. There the principle was laid down that the maximum 
amount a business man can afford to pay for all his producers’ 
goods, and remain in business, is the total value of his product, and 
the most he can afford to pay for any particular class of producers’ 
goods, as, for example, loom fixers’ labor, is the difference between 
the total value of his product and all other costs. It is unnecessary 
here to repeat the reasoning on which these conclusions were based, 
since the reader may, if he desires, turn back to Chapter VII. 

Since business men differ in ability and the amount of profits they 
are making, they differ also in the amount of wages they can pay for 
a given class of workers rather than go without them. For example, 
there may be three cotton mill owners each of whom requires the 
services of 1000 mill hands, such as weavers, spinners, spoolers, 
carders, reelers, loom fixers, etc. It may happen that at a given 
time one of these employers, whom we will call A, is making profits at 
the rate of $20,000 a month; another, whom we will call B, is making 
profits at the rate of $10,000 a month; and the third, C, is operating 
at a loss of $10,000 a month, and that each is paying his 1000 hands 
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$75,000 a month, an average wage of $75 a month. It is obvious 
that A could pay his workers in the aggregate $20,000 a month 
more than he is paying. He would then be paying them just ex- 
actly the difference between the value of his product and all other 
costs of production. He could pay his workers an average wage of 
$95 a month and stay in business unless conditions changed. B, 
however, could pay only $10,000 more than he is paying, and stay in 
business, or $85 a month on the average. C is already paying his 
workers more than he can afford to. If he is to stay in business, he 
must reduce other costs, obtain higher prices for his product, or 
reduce the wages of his workmen $10,000 a month in the aggregate. 
If things remain as they are he can really afford to pay only $65 a 
month on the average to his workmen. Since the workers are es- 
sential to the operation of the plants, we may assume that employ- 
ers will pay all they can afford to pay rather than go without the 
workers and close down. A, for example, is making profits of 
$20,000 a month, according to our assumption, when he is paying 
average wages of $75 a month to his 1000 employees. If he found 
that he could not retain them for less than $80 a month, he would 
pay that sum, since even then his profits would be $15,000 a month, 
which is better than no profits, and there would be no profits with 
the mill not in operation. Just for the same reason he would pay 
$85, $90, or $94, the last-named wage level still leaving him profits 
of $1000 a month. But would he pay as much as $95, or more, and 
run without profits or at a loss? We have already assumed that C 
of our example is paying $75, and running at a loss of $10,000 a 
month. Let us consider why this may be so. 

6. Business men may temporarily employ labor ata loss. Fora 
short time any business man will continue running his business at a 
loss, if the loss is smaller than his loss would be if he quit operating. 
We have already explained the reason for this in our discussion of 
indirect costs in Chapters VII, XI, and XIV. Here, then, we need 
consider only the relation of indirect costs to wages. Temporarily 
a business man will pay to any class of workmen essential to his 
business not merely the difference between the value of his product 
and all other costs, but in many cases a considerably greater sum 
— the difference between the value of his product and all other 
direct costs. He may for a short time leave out of calculations in- 
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direct costs, since these do not affect the immediate problem. To 
illustrate, let us suppose our inefficient textile manufacturer, who is 
producing at a loss of $10,000, found that he could not retain his 
1000 hands unless he increased their average wage from $75 to $80, 
which would increase his loss to $15,000 a month. If the total value 
of his product were $300,000 a month, and his total direct costs 
other than wages were $200,000, and his indirect costs were $35,000, 
then it would pay him to grant the increase in wages and accept 
the loss of $15,000 a month. If he closed down his plant, we as- 
sume that the indirect costs of $35,000 a month would continue, 
and, not being offset by any income from the business, they would 
represent a totalloss. In fact, our unfortunate producer could afford 
to pay wages up to $100 a month, or $100,000 for all his hands, 
rather than close down. His total expenses would then be as fol- 
lows: 


Indirecticostsssm' 0. Sie. oils. noe ee $ 35,000 
Tha bowmieosts ini seeiri tots dat thas BORE 100,000 
Othendirecticostseaes ence eee 200,000 

RO ta ee eee i Sera eR OOO UU 


Then his losses of operating would equal his losses of not operating, 
or $35,000. 

7. An employer’s three resistance points to wage increases. 
It should be emphasized, however, that a producer whose direct 
costs alone equaled the value of his product and who had heavy 
indirect costs representing heavy losses, would in a short time 
be forced out of business. On the other hand, a producer might 
operate over a long period of time at a small loss, hoping for a 
turn for the better in business conditions which would save him from 
the disaster of closing down or selling his unprofitable business at a 
great sacrifice. In extreme cases a producer might even pay wages 
so high that his direct costs alone exceeded the value of his product, 
if the alternative were closing down his plant and disorganizing his 
working force and the market for his product, and if he saw pro- 
spects of better times not far ahead. It may be said that ina rough 
way every employer has three resistance points at which he will 
strive hard to prevent a further rise in wages. First, he will fight to 
prevent a wage increase that will wipe out his profits. Second, he 
will strive more desperately to prevent a rise that will bring his 
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direct costs alone up to the value of his product. Third, his abso- 
lute limit comes when a further rise would involve greater losses 
— even if paid for only a short time — than closing down his plant. 
But the foregoing represents the employer’s situation considered 
purely from the financial point of view. Other considerations enter. 
He might become indignant at what he considered inordinate wage 
demands and close down his plant to teach the workers a lesson, even 
if by so doing he suffered a greater loss than he would suffer by 
paying the increases demanded. He might hope that after a tem- 
porary period of unemployment they would come back willing to 
work at lower wages. 

8. What are additional nonessential employees worth? Up to 
this point we have considered only what determines the maximum 
wages a business man will be able and willing to pay for any indis- 
pensable class of workers rather than go without them. It remains 
' to consider what determines the wages a business man will be able 
and willing to pay for additional workmen, useful but not indispen- 
sable. Employers are more often compelled to consider the ques- 
tion of how much they are willing and able to pay for certain addi- 
tional men than how much they would be able and willing to pay a 
whole class of workers rather than lose their services. 

With a plant of a given capacity an employer may not require 
a definite number of workmen of a given class. A cotton mill pro- 
prietor, for instance, requires the services of a number of weavers 
that corresponds only roughly with the number of looms in opera- 
tion. If the best results in his factory come when there is one 
weaver for every loom, and he has fifty looms, then he will want fifty 
weavers. He might not care for any more weavers at any price. 
They would be useless to him. If, however, he had only twenty- 
five weavers, or one weaver for every two looms, and thought that 
one weaver for each loom would give better results, he might hire 
twenty-five more weavers. These twenty-five additional weavers 
would not be essential to the operation of the plant. Their presence 
or absence would mean, not the difference between running or clos- 
ing down, but between turning out a little more or a little less cloth, 
or possibly a little better or a little worse cloth. What the employer 
could and would pay for their labor rather than go without it would 
depend upon the increase in the total money value of his product 
that could properly be attributed to their labor. 
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Again, an employer might desire to employ additional men in 
order to expand the size of his plant and his output. If all textile 
mills doubled the number of looms, then more weavers would be re- 
quired than before. But if the expansion in output of cloth re- 
duced the price of the product, and_did not reduce in equal propor- 
tion the other costs of production, then the producers could not 
afford to pay as much for the second batch of weavers as for the first 
batch, although they might be quite essential to the operation of 
the additional looms. It should be noted, however, in connection 
with this point, that because of economies of large-scale production, 
an employer may be able to pay more for the larger number of 
workers he employs in the expanded plant than for the smaller num- 
ber in the smaller plant, provided the price of his product does not 
fall too much when expansion of output takes place. 

go. A demand schedule for every class of workers. It follows 
from the three main points considered in the foregoing sections — 
namely, that some business men can and will pay more for workers 
of a particular class than other business men rather than go without 
them; that some business men will temporarily pay wages high 
enough to involve them in loss if so doing prevents the larger loss 
suffered from closing down; and that some business men will pay 
’ more for a few men than for additional men of the same class — 
that there is a demand schedule for every class of workmen. A few 
would be demanded at very high wages because they were indispen- 
sable perhaps to employers making large profits and able and willing 
to pay astonishing wages to indispensable workmen rather than go 
without them. If they were indispensable, going without them 
would mean closing down the plant, and not only losing all possible 
profit, but even suffering a great loss. Some additional workers of 
the same class would be demanded at somewhat lower wages by 
less able employers to whom they were indispensable, but who 
stood to gain less by hiring them or to lose less by not hiring them. 
Still more would be demanded at still lower wages by groups of 
less and less able business men. Finally still others might be de- 
manded at much lower wages because, while not indispensable to 
the operation of any man’s business, their labor added some- 
thing to the total value of output of the plant in which they 
worked or cut down other costs. Between the amount the most 
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able employer is able and willing to pay for a group of indispen- 
sable workmen and the amount the least able employer is able to 
pay for a group of the same class of workers, useful but not indispen- 
sable to him, there is a huge gap. In between these extremely high 
and extremely low wages that employers can and will pay rather 
than go without their workmen are many gradations of wages that 
would be paid by various employers for workmen more or less indis- 
pensable to the operation of their plants. So we may say that for 
any class of workmen there is a demand schedule representing the 
various numbers that would be demanded at various rates of wages. 
Such a demand schedule would be something like that shown in 
Table XXIII. In this table the number of workmen opposite each 


TABLE XXIII. AssumeD DemManD SCHEDULE FOR LOCOMOTIVE ENGINEERS 


NuMBER WacEs 
DEMANDED PER Day 
1,000 $100 
5,000 60 
10,000 50 
20,000 45 
30,000 40 
50,000 35 
60,000 30 
70,000 25 
80,000 20 
90,000 15 
100,000 10 
110,000 7 
120,000 5 


wage item represents the number of locomotive engineers that could 
find employment at that wage or more provided the railroads could 
not hire them for less. A large proportion of all locomotive engineers 
employed are indispensable employees. Without them traffic would 
cease. Others could be dispensed with without great loss to the rail- 
roads. In the table no attempt has been made to make the figures 
exactly fit the facts; it is intended merely to illustrate the principle 
that various numbers could and would be employed at various 
rates of wages. 

10. How an increase in workers lowers the competitive wage 
level. Now it is obvious that conditions of demand being as they 
are for various grades of workers, the number of workmen of a given 
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grade available has a marked effect on the rate of wages for that 
grade. This is true whether we have competitive conditions or not. 
In this chapter we will assume competitive conditions to exist — 
competition on the part of the railroads for engineers and compe- 
tition among engineers for jobs as such. We leave for later consid- 
eration the effect of organization and restraint of competition on 
both sides. If there were only 1000 engineers available, they could 
all find employment at the high rate of $100 or more a day. The 
most profitable railroads would hire them rather than not operate 
even if they paid each upwards of $30,000 a year. But conditions 
of demand are assumed to be such that if as many as 5000 engineers 
competed for the available jobs, some of them would have to accept 
employment with railroads able and willing to pay not more than $60 
a day. If all were to get jobs, some would have to accept the wage 
of $60 offered by the less competent managements. If some en- 
gineers accepted work at this figure rather than go unemployed, then 
no railroads would have to pay more. If there were just 5000 en- 
gineers and no more, no engineer would need to take less than $60, 
or at any rate not much less, since the next most able group of em- 
ployers would be coming into the market and drawing him away from 
the railroad that by our assumptions would pay $60 or more rather 
thanlose him. In other words, $60 would be the wage that equalized 
demand and supply. If now the number of engineers increased to 
10,000, demand and supply would no longer be equalized by $60 a 
day, but by $50. The larger the number of men available, condi- 
tions of demand remaining the same, the lower would be the wage 
that equalized the demand and supply. Once the number of engi- 
neers got so large that some of them could easily be dispensed with 
by the railroads, since their services would mean just a little more in- 
come from the slightly larger traffic handled, and their loss would 
not demoralize traffic, the extra engineers would have to accept em- 
ployment at much lower wages; according to our table, as little as $5 
a day if 120,000 men were seeking employment. By the principle 
of marginal vendibility, which applies here as in the case of any 
other good, whether producers’ or consumers’, the wages of the 
whole group, if all were practically equal in ability, would fall to $5 
aday. If engineers working for the most efficient roads in the most 
responsible positions demanded $25 or $50 a day and threatened to 
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quit unless they got it, the managements would not need to worry. 
For there would be many good engineers working at $5 a day who 
would gladly accept a little increase in wages in a new position. 

11. Why some employers pay more than the competitive wage 
rate. Although it is true that under competition the rate of wages 
for a whole class of workers tends to be determined by marginal 
vendibility, which itself is determined by conditions of demand on 
the one hand and the number of workmen applying for work on the 
other, some points of difference between labor and other kinds of 
producers’ goods need to be pointed out. These points of difference 
tend to prevent the law of marginal vendibility from working itself 
out as thoroughly in the case of wages as in the case of prices for 
other goods. 

As a general rule no business man will pay more for coal, or 
cotton, or a machine than he has to in order to get it. And what he 
has to pay is determined, as already stated elsewhere, by marginal 
vendibility. What he pays is, in effect, the price the least desirous 
business man, who actually buys is able and willing to pay for his 
least desired unit rather than go without it. But business men not 
infrequently pay more for labor than they have to, or perhaps we 
should say rather that they pay workmen more than they have to. 
They pay something more than the competitive wage rate de- 
termined by marginal vendibility. They may do this from philan- 
thropic motives, as when they pay more to a man with a family to 
support than is necessary to retain him, rather than see his family 
suffer. Such cases are probably more rare than they ought to be, 
but they exist. But business men may pay more than they have to 
— more than the so-called current rate of wages for workmen of 
various classes — for good sound business reasons. Unlike a ma- 
chine, a worker may be affected by the price paid for his services. 
Some employers believe that if they voluntarily pay more than the 
competitive rate for workmen their workmen will in return do more 
and better work. Thus Henry Ford startled the business world by 
paying something like $5 a day for workmen whom he could have 
obtained for much less, perhaps $2 or $3. His action was sufficiently 
uncommon to attract much attention, but undoubtedly many other 
employers have similarly paid wages above the rate determined by 
the marginal vendibility of their workmen’s labor. — 


DEMAND SCHEDULES FOR LABOR 367 


12. Some workmen accept less than the full competitive wage 
rate. The general rule in the determination of prices is that 
all units of a supply are sold at the price the least competent 
or desirous buyer is able and willing to pay for the least desired unit 
rather than go without it. Shrewd business men need pay no 
more if they are buyers nor accept less if they are sellers, as already 
explained. But laborers often accept less for their labor than the 
least competent employer is able and willing to pay rather than go 
without their labor. They accept less, in other words, than what we 
may call the full competitive wage — the wage they might get if 
they refused to work for less. This is because laborers are not 
shrewd business men, and do not always understand just how much 
their labor is worth to their employers. Moreover, their labor is a 
perishable product — they must sell at once; every day spent in 
holding out for better wages is a day of labor lost. The buyers of 
their labor, too, are scattered, and do not come together in a keenly 
competitive market as do the buyers of many other goods. The 
laborer must, so to speak, peddle his labor far and wide, and in 
much peddling he loses time and spends money. He is then likely 
to hang on to any job he has, particularly if he is a man with a fam- 
ily, even if the wage is lower than even the most incompetent em- 
ployer could afford to pay, and lower than many employers would 
be willing to pay him if he applied for a job. Employers with their 
superior bargaining power, about which more will be said later, often 
take advantage of the comparatively helpless unorganized laborer, 
and pay him, as stated, less than the full competitive wage. 


EXERCISES 


1. How can one calculate how much a business man is probably able and 
willing to pay temporarily for a certain class of indispensable labor rather 
than close down his plant? How much he is able to pay in the long run if 
he is to remain in business? 

2. How can a business man calculate how much he can afford to pay an 
additional useful but not indispensable laborer rather than go without 
him? 

3. According to the demand schedule for locomotive engineers on page 364, 
what would tend to be the wages of locomotive engineers if the supply of 
them were 10,000? 50,000? 100,000? Why would wages in each case 
tend to be neither more nor less? 

4, What is meant by marginal vendibility of labor? What is the relation be- 
tween marginal vendibility of labor and wages? 
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5. Why do some business men pay certain classes of laborers more than the 
current rate of wages for labor of that class, although rarely if ever paying 
more than the current market price for raw materials or machinery of a 
given kind? 


For “References” for this chapter see end of Chapter XX. 


CHAPTER XX 
DIFFERENCES IN WAGES 


1. Marginal vendibility of labor and wages. In the preceding 
chapter it was pointed out that labor employed by business men 
represents merely one kind of producers’ goods, and that for every 
class of labor there is a demand schedule representing the various 
rates of wages that would be paid for various numbers of workmen 
in a given class. With any given condition of demand, therefore, 
the larger the number of laborers in a given group, the lower will be 
the competitive wage level in that group, the wages of all workmen 
in the group tending to be determined by the principle of marginal 
vendibility. However, some employers pay more than the wage 
determined by marginal vendibility, and some workmen at times 
take less, for reasons already given, so that the principle of marginal 
vendibility does not work itself out so rigorously in the case of wages 
as in the case of prices for other producers’ goods. 

2. Conditions under which there would be no differences in 
wages. Although the principle of marginal vendibility does not ap- 
ply so rigorously to the price of labor as to the prices of other goods, 
nevertheless the general principle holds true that the greater the 
supply of workmen in a given class relatively to the demand, the 
lower will be the wages of that group. In this chapter we will under- 
take to point out the reasons why workers in some groups are more 
numerous relatively to demand than workers in other groups, and 
why, therefore, great differences in wages for various classes of 
laborers exist. 

If all the various kinds of work and all the workers in a country 
were of such a nature that any worker could do any kind of work, and 
if all kinds of work were equally attractive, equally repulsive, then 
the supply of workers in all occupations would tend so to adjust it- 
self to the demand that wages in all occupations would be the same. 
If, for example, the 100 railroad presidents in a certain country 
were being paid higher wages than the 100,000 garbage collectors 
and street sweepers, some of the latter would resign and apply for 
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jobs as railroad presidents. If they offered to work for less than 
the presidents on the jobs, and were equally efficient, the stock- 
holders of the railroads would be foolish to continue paying more 
than they had to for presidents. The wages of railroad presidents 
would be forced down under competitive conditions to the level of 
garbage collectors and street sweepers. If the wages of garbage 
collectors should, on the contrary, rise above those of railroad presi- 
dents, then some of the latter would resign and take jobs as garbage 
collectors. And so with any other two occupations. Differences 
in wages might appear, but they would constantly be in the pro- 
cess of being wiped out by workmen shifting from one job to an- 
other whenever the opportunity of getting higher wages presented 
itself. 

3. Differences in wages arise from differences in attractiveness 
and complexity of work and differences in natural ability, training, 
and experience of men. But in real life there are differences in the 
nature of the various kinds of work to be done and differences in the 
nature of men. Work differs in attractiveness and in complexity. 
Men differ in ability to perform work of various degrees of complex- 
ity. If we had only to deal with varying attractiveness or repulsive- 
ness of occupations, and not with the varying capacity of men to 
perform work of various degrees of complexity, then differences in 
wages would arise which would tend to offset the differences in at- 
tractiveness or repulsiveness of the various occupations. For ex- 
ample, if in a certain occupation the work were easy, clean, and in- 
teresting, the hours short, holidays frequent, vacations with full pay 
long, the surroundings delightful, and the workers held in the high- 
est esteem, many would be attracted to that occupation. On the 
other hand, if in another occupation the work were hard, dirty, 
and monotonous, the hours long, holidays infrequent, vacations 
short and without pay, the surroundings disgusting, and the workers 
held in the deepest contempt, few would be attracted to that occu- 
pation. 

The relatively large number applying for the attractive jobs 
would depress wages there, and the relatively small number apply- 
ing for the unattractive jobs would raise wages there. In other 
words, in the one case marginal vendibility would be low and in the 
other high. The difference in the wages in the two occupations 
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would measure the differences in their attractiveness. Each 
worker would then have the choice of changing from a poorly paid 
but otherwise attractive job to a well paid but otherwise unattractive 
job, or vice versa. If in between these extremes — the very attrac- 
tive occupation and the very unattractive occupation — there were 
other occupations with some attractive and some unattractive 
features wages would tend to adjust themselves to measure the 
varying degrees of attractiveness in each of the occupations. 

Under such circumstances who would be paid the better wages 
— the railroad president or the garbage collector? The former has 
to work long hours, perhaps, and under a severe nervous strain, but 
his work is clean, interesting, performed generally under pleasant 
surroundings, and held in high esteem. The work of the garbage 
collector involves no great nervous strain, and he may have short 
hours, but the work is dirty, uninteresting, and not held in high es- 
teem. When the railroad president passes by, in his special car or 
his limousine, people crowd up close to catch a glimpse of the big 
man. But when the garbage man in his truck passes by, they hold 
their noses and give him as wide a berth as possible. On the whole, 
one would think the garbage man deserves the higher wage, since 
there are comparatively few who would prefer his job to that of the 
railroad president, and many who would prefer the railroad presi- 
dent’s to his. Yet the railroad president may get a salary, or wage, 
a hundred times as great as that of the garbage collector, because in 
the determination of wages the complexity of the work and the ca- 
pacity of men to perform it are more important than the varying 
attractiveness of occupations. 

4. Occupations may be classified according to complexity of work. 
There is some work that almost anybody can do as well as anybody 
else, and there is some work that only a few can do at all. In be- 
tween these extremes are various kinds of work that can be done by 
various proportions of all the people who would like to do it at the 
wages offered if they could. Occupations may be ranged in classes 
in such order that each successive class requires some qualification 
in the worker higher than the preceding class — some qualification 
that bars great numbers from consideration as successful candidates 
for a job ora position. Most men can qualify for positions which do 
not require great natural ability, special training, or experience. Few 
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men can qualify for positions requiring all three. The more limited 
one’s natural ability, education, and useful experience are, the more 
limited is the number of occupations to which one has access, and 
the more crowded one is likely to find those to which one does have 
access. 

5. The unskilled labor class of occupation. The lowest class of oc- 
cupations embraces the kinds of work of the least complexity for 
which most men can qualify. It is the class of occupations open to 
the unskilled laborer. It has been facetiously remarked that the de- 
mand for unskilled laborers is a demand for men with strong backs 
and weak minds. The implication is that a man must have a 
strong back to do this kind of labor, and a weak mind, too, because 
only men with weak minds would be willing to do hard labor with 
little pay. Although this statement is not altogether true, there is 
more than a grain of truth init. The economist’s stock example of 
the unskilled laborer is the ditch-digger, who does not necessarily 
have either a strong back or a weak mind, but who is likely to have 
both. The occupations of the unskilled laborer differ from one 
another, and require varying degrees of physical strength and natu- 
ral intelligence. Even the physically weak and the morons can do 
many kinds of unskilled labor, and it is likely that any one of 90 per 
cent of all males between the ages of fifteen and sixty could find and 
hold a job as an unskilled laborer except in times of business de- 
pression. 

6. The skilled and the semi-skilled labor groups. Next above 
the unskilled labor class of occupations comes the semi-skilled 
labor class of occupations. To qualify for these occupations men 
must have natural intelligence above that required of the unskilled 
laborer, and some special mechanical ability and training. Just a 
little natural intelligence and just a little mechanical training may 
lift a worker out of the unskilled ditch-digging group into the semi- 
skilled group that can run a street car or operate machines in a fac- 
tory or do various odd jobs requiring some mechanical ability. 
Men able to find and hold jobs as semi-skilled workers are much less 
numerous than those able to qualify simply as unskilled workers, 
but much more numerous than skilled mechanics who constitute 
the members of our third group of workers — the skilled labor 
group. In this group may be placed carpenters, bricklayers, plas- 
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terers, and other skilled workers in the building trades, as well 
as machinists, locomotive engineers, etc. Workmen in this group 
require a considerable amount of natural intelligence and mechani- 
cal ability, as well as considerable training and experience in their 
particular specialty. They do not ordinarily have to have book- 
learning beyond that acquired in the first eight grades of the public 
schools, and often do not need that much. Weaklings, wishy- 
washies, flighty, densely stupid, and irresponsible persons rarely 
become skilled workmen, but remain permanently in the unskilled 
or semi-skilled labor groups, unless they are sent to school and ac- 
quire under pressure enough book-learning to qualify them for the 
next group we shall consider — the clerical group, or the clerks. 

7. The clerical group. In our fourth group of workers may be 
placed clerks, bookkeepers, teachers in grade schools, stenographers, 
small-scale business men, and other workers of the same general 
kind. To qualify for this group one must ordinarily have some de- 
gree of natural intelligence, and generally a public school, but not 
always a high school, education. This is stating merely the minimum 
requirements of the group. For many positions within the group 
higher qualifications are necessary. This group differs from the 
skilled labor group, not in needing greater natural ability, but 
in needing more booklearning. In fact, the work performed by 
many skilled mechanics requires more natural intelligence than that 
performed by many clerks. There are probably just as many men 
with the natural ability to become clerical workers as men with 
the natural ability to become skilled mechanics, perhaps more, 
and it is doubtless true that more women could be found to qualify 
as workers in this fourth group than as workers in the skilled labor 
group. In recent years, in fact, our fourth group has been more 
crowded than our third group. 

8. The professional and big business group. The fifth and high- 
est group of occupations comprises those occupations which, be- 
cause of the complexity of the work performed, require far above 
the average degree of natural ability combined either with a high 
degree of book-learning or with some degree of education together 
with years of valuable experience. In this group may be placed 
high-grade business men and professional men, including lawyers, 
doctors, engineers, etc., and teachers in colleges and universities. 


374 DIFFERENCES IN WAGES 


The group is small, first, because ability far above the average is 
scarce, and second, because long years of education or of practical 
experience are required. 

9. Non-competing groups. The five groups of workers here con- 
sidered have been called by some writers non-competing groups. 
The assumption is that the workers in any particular group do not 
compete for positions with workers in the other groups, and that 
the children of workers in any group are likely to remain in that 
group. Therefore, high wages for workers in one group can be 
maintained at the same time that low wages persist in another 
group. ‘This is largely true, but not altogether true. In the first 
place, many workers in the lower grades are only temporarily un- 
able to qualify for positions in the higher grades. Some unskilled 
workers become semi-skilled workers or clerks. Some semi-skilled 
workers qualify as full-fledged mechanics, or they go into business for 
themselves, possibly become successful, and emerge as members of 
our highest group. Ora clerk may go to college and become a pro- 
fessional man,etc. Ina country suchas the United States with op- 
portunity wide open for natural ability, there is a vast movement of 
that kind always going on. Moreover, children often rise above the 
economic station of their parents, particularly in countries where 
hereditary castes are not arecognized social institution. Thosemem- 
bers of the lower grades of occupations, however, who have not the 
ability to rise, cannot of course compete higher up. They must con- 
tinue to work on their natural level. The garbage collector who 
does not have it in him ever to be more than a garbage collector 
cannot compete with railroad or college presidents for their jobs. 

Now, although many workers in the lower grades are unable to 
rise and cannot compete higher up, there is nothing to keep a worker 
higher up from descending into the lower grades to compete with 
the workers there. Railroad presidents and college presidents 
could, if they found it to their advantage, compete with the gar- 
bage collectors for their jobs. There is here a possibility of compe- 
tition of a one-sided sort. Wages in the occupations requiring great 
ability and training or experience may rise above the level of those 
requiring little natural ability, training, or experience, but not vice 
versa. The man at the bottom can generally not compete except at 
the bottom. The man higher up can compete all the way down. 
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to. Wages in various occupations equalize demand and supply of 
workers. In the foregoing discussion we have indicated that, as we 
move upward from the lower grades of labor to the higher grades 
requiring progressively higher qualifications in the workers, the num- 
ber of persons able to compete successfully for positions becomes 
smaller and smaller. We might conclude, therefore, that according 
to the law of diminishing vendibility wages in the lower grades of 
occupations would be lower than in the higher grades. With some 
exceptions that conclusion would be correct, aithough the reasoning 
on which it is based would not be sound. We must be on our guard 
against assuming that the fewer the men who can qualify for jobs in 
a particular occupation, the higher wages will be in that occupation. 
That would be assuming that wages depend upon supply independ- 
ently of demand. But demand must also be considered. It is the 
number of men available compared with various numbers demanded 
‘at various rates of pay that determines the level of wages in a given 
occupation. This principle can be illustrated by the imaginary de- 
mand schedules shown in Table XXIV. 


TaBLeE XXIV. Dremanp ScHEDULE FOR COLLEGE PROFESSORS, 
BRICKLAYERS, AND BARBERS 





NuMBER DEMANDED 
WAGES 


PER Day 
es Sr atl 


1,000 2,000 





5,000 10,000 
10,000 20,000 
100,000 200,000 
200,000 400,000 
300,000 600,000 








With demand schedules for college professors, bricklayers, and 
barbers as shown in the table, the professors might receive consid- 
erably lower wages than bricklayers and barbers, although the num- 
ber of professors were much smaller than the number of bricklayers 
and barbers. Suppose, for example, there were 20,000 professors, 
100,000 bricklayers, and 200,000 barbers. Then the professors 
would get $10, and the bricklayers and barbers each $20, the price 
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that would equalize demand and supply in each of the three cases. 
Let us grant that the professors have greater natural ability and 
more education than the barbers, and that the barbers could not 
have become professors if they had tried, and have ten times as 
much competition in their occupation as the professors have in 
theirs — nevertheless the barbers get. wages of $20 while the profes- 
sors get only $10. That is because, in proportion to the number 
demanded at $20 a day, the professors are more numerous than 
the barbers. If they want higher wages they must make them- 
selves relatively scarce. 

11. Possibility of shifting from one occupation to another. 
Whenever the number of workers in any occupation becomes dispro- 
portionately large as compared with the demand for workers, the 
marginal vendibility of such workers sinks, and their wages fall until 
demand and supply are equalized. There will then be a natural 
tendency for such workers to shift into some other and better-paid 
occupation if they can. Such shifting is possible from one occupa- 
tion to another of a very similar kind, so that a worker qualified for 
one is also qualified for the other. It is usually possible from one 
unskilled occupation to another, but not from the unskilled occupa- 
tions as a group to the occupations in the groups higher up. It is 
only the exceptional worker in the unskilled group who can move 
upward. Throughout history the number of workers capable of 
doing only unskilled work has been disproportionately large as com- 
pared with the demand for such work at fair wages, and wages in 
the unskilled labor group of occupations have therefore always been 
relatively low. For the incompetent or shiftless there has in the 
past been no avenue of escape from these low wages. 

Shifting from one occupation to another within the groups higher 
up is likely to be attended with difficulty, since the occupations 
within these groups are often highly specialized, and skill and train- 
ing in one do not fit the worker for a job in another. A brick- 
layer cannot at once become a carpenter, although he might manage 
to do so after a few months of training. A lawyer or a professor 
might not be able to become a doctor at all, or, if at all, then only 
after years of training. If one of the professions becomes unduly 
crowded, and the earnings of the men in that profession become ab- 
normally low as compared with the earnings of men in other profes- 
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sions or occupations, these low earnings may persist for years, be- 
cause of the great difficulty in shifting. Lawyers tend to remain 
lawyers, doctors, doctors, and professors, professors. Relief comes 
after some years to members of an overcrowded profession through 
a smaller number of recruits’ being attracted to the low-paid call- 
ing. Able men capable of succeeding in other fields avoid it. 

In recent years clerks, bookkeepers, public school teachers, and 
other workers in our fourth class of occupations — the clerical 
group — became relatively more numerous in proportion to the de- 
mand for them at fair wages than bricklayers, carpenters, and other 
skilled workmen. There were several reasons for this. First, there 
is the natural desire men have for a clean job, and the way in which 
the public esteems the man with clean soft hands and a white collar 
above the horny-handed and soiled son of toil. In the second place, 
the spread of public education fitted a larger and larger proportion 
of the young men for these greatly desired white-collared positions. 
“Jobs” fell into disrepute. ‘‘Positions” became much sought 
after. In the third place, women who entered industry in great 
numbers turned largely to the clerical positions rather than to the 
jobs requiring manual labor. As a natural result the wages of 
clerks fell relatively far below the wages of skilled mechanics. Most 
of the clerks hold on to their positions, their white collars, and their 
starvation salaries. Some, however, have found it desirable to shift 
from clerical positions with small pay into manual labor jobs at 
high pay. By so doing they have not lost as much in social esteem 
as a similar change would have lost for them some years ago. Peo- 
ple have some respect for the fat pay envelope as well as for the 
white collar, and they have no great respect for the man in shabby 
clothes who works year after year for less than he has the ability 
to earn. Furthermore, with the coming of the automobile, for 
which every man must be more or less his own mechanic, mechanics 
have risen in public esteem. 

12. Most men cannot shift upward: the bottom ranks remain 
crowded. Despite all the shifting that may take place from occu- 
pation to occupation and from one level of occupations to another, 
and the greater stimulus to new recruits that is offered by the more 
highly paid occupations, some occupations remain more crowded 
than others. The most crowded occupations are those requiring 
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the least ability, the least training and education, and the least 
experience. For work of the greatest complexity, requiring men 
of great ability, training and education, and experience, the supply 
of men is generally small, and men who can qualify are usually 
highly paid. Relatively to the demand at any given wage, the 
supply of men of the caliber of railroad and college presidents is 
smaller than the supply of garbage collectors and ditch-diggers, 
and the former are more highly paid, although their work is more 
attractive. 

13. Some natural talent wasted for lack of opportunity: some op- 
portunity, for lack of natural talent. It should not be concluded 
from the foregoing discussion that all members of the lower groups 
of occupations are persons of less natural ability than all members 
of the higher groups. For the more responsible positions higher up, 
not only ability, but education, training, and experience are re- 
quired, and this education, training, and experience are often be- 
yond the reach of persons of considerable natural ability. Educa- 
tion is expensive even in the United States and other countries 
where free public school systems are maintained. Children in poor 
families must often leave school early in order to earn a living, and 
must often begin work at occupations offering little if any opportu- 
nity foradvancement. Many who could afford the expenses of higher 
education, and who have the capacity to learn, do not early in life 
realize the importance of preparing themselves adequately for re- 
sponsible positions. They discover their handicap only in middle 
age when it is usually too late to remedy the situation. They then 
lament the fact they did not take advantage of their opportunity 
to “get an education.” Naturally, a man who has a chance and 
does not take it is to that degree lacking in ability — the ability to 
recognize an opportunity. But some fortunate individuals do not 
have to possess this particular type of ability to win success. They 
have opportunity practically forced upon them. ‘Their environ- 
ment is such that they are carried through college and a professional 
training even against their own wills. On the other hand, in the 
case of others, every influence of environment — parents, brothers, 
sisters, friends, associates — tends to draw the victim into blind- 
alley occupations. The boy endowed with unusual natural ability, 
alive with ambition, alert to opportunities, may overcome the handi- 
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caps of poverty and the influence of environment and rise to em- 
‘inence, but his upward climb is beset with difficulties, and it may 
happen that his “‘success” is bought at the cost of practically all 
the things that make life worth living. If he is unwilling to pay 
the price of success by sacrificing too much of life, he may remain in 
the lower ranks despite his ability, while some lazy moron rises 
to success above him, carried upward by his family connections 
and inherited millions. It is not only in fiction that we find 
Jeeves the valet infinitely more richly endowed with brains than 
his master. 

Although by and large it is probable that the level of natural 
ability is considerably higher among the well paid and successful 
men than among the ranks of the poorly paid manual laborers and 
clerks, it is undoubtedly a fact that a great deal of natural talent 
goes to waste for lack of opportunity and that a great deal of opportu- 
nity goes to waste for lack of natural talent on the part of the men 
to whom it is thrown. There are occasionally garbage collectors 
whose natural talents if cultivated would have fitted them to be 
railroad presidents, and railroad presidents whose natural capacity 
would fit them well to be garbage collectors. There are butchers 
who should be surgeons, and surgeons who would succeed admirably 
as butchers, and so on, and it would be to the advantage of society 
if all these misfits could be placed in their proper station. Such 
misfits are the exceptions rather than the rule, but we should make 
such exceptions fewer in number by widening the opportunities for 
children of ability. 

14. Demand for labor as a consumers’ good. In addition to the 
demand for labor that comes from business men who buy labor as a 
producers’ good, there is a demand for labor as a consumers’ good. 
The two demands together constitute the total demand for labor. 
Many kinds of personal service represent labor bought as a con- 
sumers’ good; for example, the labor of household servants, valets, 
and chauffeurs for pleasure cars. The labor of teachers — and of 
preachers, too — represents consumers’ goods rather than produc- 
ers’ goods. States and municipalities and colleges employ teach- 
ers, not on a business basis, with an eye to selling their services 
at a profit, but for the purpose of giving their services to the chil- 
dren and young people as a consumers’ good. Preachers are hired 
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by congregations who enjoy their sermons as a consumers’ good. 
In all such cases the workers’ wages tend to be determined, like the 
price of any other consumers’ good, by the price that the least able and 
desirous consumer is able and willing to pay rather than go without 
the worker —teachers’ wages by the amount that the most poverty- 
stricken and illiterate communities in which teachers compete for 
jobs are able and willing to pay; preachers’ wages by the most 
poverty-stricken and irreligious communities in which the preachers 
compete for jobs. There are exceptional cases, but they are few in 
number. For some kinds of labor the demand comes wholly, or 
almost wholly, from business men; for others wholly, or almost 
wholly, from consumers, either individual consumers or consum- 
ers collectively, as in the case of teachers and preachers; and for 
still others there is a double demand, from business men and con- 
sumers. 

15. Wages of business men. We have in the foregoing pages 
placed business men with other groups of workers in the upper two 
classes of occupations — the small-scale and less successful business 
man in the fourth group, and the large-scale and successful business 
man in the fifth group. The incomes of the business men in the 
upper group exceed by far the incomes of any other group of work- 
ers, but they may not be called wages in the sense of a price paid to 
them for their labor. The income of the business man over and 
above a fair return on his investment and a fair wage for his labor, 
such as he might be paid if he worked for another, is profit. Profit, 
as we pointed out in Chapter IV, may be considered the business 
man’s return for risk-taking and business ability, including initiative, 
resourcefulness, judgment, and administrative capacity. Ina sense, 
however, the business man’s profit may be considered his wages — 
not paid to him by any particular person or organization, but a sort 
of impersonal appraisement by society of his services to society. 
Except when profits result merely from luck or from dishonest prac- 
tices or monopolistic extortion, they tend to represent the addition 
to the nation’s store of value resulting from the activities of the 
business man who made them. They mean merely that he has so 
combined certain kinds of producers’ goods of a certain value that 
the product has a greater value. They mean that people generally 
are willing to pay more for the product of that business man 
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than they are willing to pay for the things he used in making the 
product. 

We may, in fact, think of a demand schedule for business ability. 
There are opportunities in industrial society for a few business men 
to make huge profits by buying producers’ goods, mixing them to- 
gether, and selling the product at a profit. A somewhat larger num- 
ber of business men would cause the profits to become more narrow — 
the prices of producers’ goods would tend to rise, and the price of 
the products would tend to fall. As the number of business men 
increased in proportion to other members in the community, the 
marginal vendibility, so to speak, of their services would grow less. 
But the return of the able and successful business man tends to re- 
main considerably above the wages or salary of equally able men 
hired by others. This is because business income — business pro- 
fit — is an uncertain income. The business man must run not only 
the risk of not receiving any return at all for his labor, but the 
further risk of losing all his past accumulations in unsuccessful ven- 
tures. If it appears that profits of successful business men are not 
generally greater than the wages or salaries of equally able men not 
running business risks, then some business men retire and seek 
salaried positions, and young men beginning careers prefer the se- 
curity of salaried positions to the unrewarded risks of business ven- 
tures. Thus the number of business competitors is reduced and the 
opportunities for profit increased once more. On the other hand, 
if it appears that business men on the whole are making profits all 
out of proportion to salaries and wages paid to hired workers after 
making due allowance for risk, then salaried men and wage-earners 
are tempted to venture into business for themselves.! 

16. The general level of wages depends in part upon total output 
of industry. In the preceding chapter we undertook to show how 
wages were determined for each group of workers by marginal ven- 
dibility of labor of that group, and in this chapter we have shown 
why marginal vendibility and wages for the various groups of work- 
men differ. In brief, we have shown why wages may range from, 
let us say, $1 a day for the ditch-digger, because that represents the 
marginal vendibility of his class of labor, to $300 or more a day 
for a railway president because that represents the marginal vendi- 

1 Compare Chapter VIII, Section 12, 
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bility of his class of labor. But we have not yet explained what 
makes wages in general, or average wages, high or low. Why is it 
that in some countries the range from top to bottom is, let us say, 
$300 to $1, and in other countries from $150 to 50 cents? Or why is 
it that the skilled mechanic in the United States receives perhaps 
$15 a day, while in some other countries he receives but little more 
than that in’a week? 

Differences in the general level of wages, whether in one country 
as compared with another, or in the same country at one time com- 
pared with another time, depend mainly upon two factors, namely, 
the total output of industry per capita, and the proportion of this 
total output that is paid out in wages. 

Conditions that favor a large output of products per capita in 
any country are these: 

(1) Strong, healthy, intelligent, well-trained, and willing workers. 

(2) Rich and abundant natural resources. 

(3) An ample supply of managerial ability of high order. 


(4) A great supply of capital, or man-made producers’ goods. 
(5) Sound political and financial conditions. 


Conditions the reverse of these mentioned would be highly unfavor- 
able to a large output per capita. 

In all five of these important respects conditions in the United 
States are favorable as compared with those in most other countries 
in the world. Our workers, although not perfect in health, intelli- 
gence, training, and willingness to work, are probably above the 
average found in most other countries. Our natural resources per 
capita are far superior to those of any other advanced industrial 
country. Our supply of man-made producers’ goods exceeds that 
of any other country, not only in absolute amount, but also in the 
quantity per capita. No other country in the world has such a 
combination of natural resources and capital as is represented by 
our three million square miles of land, with its hundreds of millions 
of acres of fertile agricultural land, its immense coal deposits, oil 
fields, iron, copper, lead, and zinc ore, its immense and readily ac- 
cessible forests, and as is represented by our capital equipment of 
railroads, paved roads, public utilities, factory and store buildings, 
and our enormous quantity of marvelously effective machinery. 
Then our business men, particularly our “big business men,” are 
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famous the world over for their ingenuity and daring in carrying 
through great enterprises — successfully. Finally, our political and 
financial conditions are as sound as any, and at present more sound 
than those of other important industrial countries. On the whole, 
taking all five of these conditions together, it is doubtful whether 
there is another country in the world so well fitted to produce a 
large output of goods per capita. 

17. Scarcity of labor relatively to land, capital, and management 
affects wage level. How large a part of the total output of industry 
is distributed among the workmen as wages for their labor depends 
mainly upon the relative abundance of workmen compared with the 
other factors in production — land, capital, and managing ability. 
If workers are comparatively scarce and good natural resources, 
capital, and capable business men abundant, it follows that workers 
will be in great demand by able managers, working with rich natural 
resources and plenty of capital equipment; and marginal vendibility 
of workers will be high — so high, in fact, that employers trying to 
utilize poor natural resources of any kind, and employers of small 
ability and with little capital will be forced out of business. The 
going rate of wages of any class of workers will be the relatively high 
wages that an able business man, working with plenty of capital on 
rich natural resources, and rather short of hands, would be willing 
to pay for an extra hand rather than go without him. In agricul- 
ture, for instance, this extra hand might mean an additional output 
of 500 bushels of wheat worth $1 a bushel. The marginal vendibil- 
ity of such hands would then be about $500. 

If workers are superabundant compared with able managers, 
natural resources, and capital, not all workers will be able to find 
employment with able employers working with good natural re- 
sources and ample capital, but some will be employed by poor busi- 
ness men, on poor land, and with little capital, and what such em- 
ployers can pay will determine the marginal vendibility and wages 
of labor. In agriculture an extra hand might find employment only 
as a little needed extra hand of a good employer on good land, who 
already had so many hands that an extra man would not add more 
than 100 bushels to his total output, or as a hand on land so poor 
that no man’s labor would produce more than 100 bushels of wheat 
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if applied upon it. Marginal vendibility of such hands, with wheat 
at $1 a bushel, would not be more than $100. 

18. Conclusions respecting differences in wages; money wages 
and real wages. It follows from the reasoning in this chapter that: 


(1) In any country at any time the lowest wages will be found in the most 
crowded occupations, and that the most crowded occupations, with a 
few exceptions, will be those requiring the lowest grade of natural 
ability, the least training or education, and the least experience; and 
that the least crowded occupations paying the highest wages or sal- 
aries will be those requiring the highest degree of natural ability, the 
most expensive training or education, and the longest years of expe- 
rience. 

(2) Of various countries compared with one another that one will be found 
to have the highest average wages which offers the most favorable 
combination of the most efficient workers and the greatest abund- 
ance of land, capital, and management per worker. 

(3) In any country wages will tend to increase when per capita production 
of goods increases, particularly if this increase in production is the 
result of a relatively greater abundance of capital and managing abil- 
ity or of available natural resources per worker than before. 


These conclusions reached by deductive reasoning may be con- 
firmed by actual wage statistics, or by observation. From the fore- 
going reasoning one would expect wages of skilled mechanics to be 
higher than wages of common laborers; salaries of college professors 
to be higher than salaries of high school teachers or country school 
teachers who need both less ability and less education; earnings of 
successful doctors and lawyers to be higher than earnings of clerks 
or mechanics. And such are, of course, the facts. One would ex- 
pect, also, to find average wages in various occupations to be higher 
in the United States than in England or Germany because relatively 
to population we have in this country a combination of land, capi- 
tal, and managerial ability superior to that found in any European 
country. And we should expect to find higher wages in England 
and Germany than in Spain or Italy because England and Germany 
have a relatively more favorable combination of land, capital, and 
managerial ability than either Spain or Italy. When we examine 
the wage statistics of these countries, we find that wages do differ 
among them just as may be expected. On the third point wage 
statistics are not quite so conclusive, but in general it will be found 
that wages do increase in any country as production of goods per 
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capita increases, particularly in the long run. Temporarily, for a 
few years, wages may fall while production rises, as seems to have 
been the case in the United States during some parts of the twenty- 
four-year period from 1890 to 1914. 

In this connection the reader should note the difference between 
money wages and real wages. Real wages represent the quantity 
of goods a workman can buy with his money wages. Relatively high 
money wages may mean relatively low real wages if prices of neces- 
saries of life are disproportionately high. For example, money 
wages of government employees in the United States increased 33 
per cent from 1913 to 1919. But during the same period prices of 
the necessaries of life rose so much more than money wages that 
the real wages of these employees actually fell twenty-six per cent. 
The difference between money wages and real wages is significant 
not only in making comparisons between one time and another, but 
also in making comparisons between one country and another. 

Other factors which influence money wages and real wages will 
be considered in the next two chapters on labor organization and 
labor legislation, and incidentally in various other chapters, includ- 
ing those on money, banking, and the business cycle. 


EXERCISES 


1. Explain why there are differences in wages among different classes of 
workers in the same country. 

2. If all men were equally able, and all work equally attractive, would there 
be differences in wages? Why, or why not? 

3. Why is the least attractive work often paid for at very low rates, while 
in some cases attractive work is paid for at very high rates? 

4, Why are wages for all classes of workers higher in some countries than 
wages of the same classes of workers in other countries? Describe the 
conditions favoring a general high level of wages for all classes of workers 
in any country. 

5. Since the World War immigration into the United States has been severely 
restricted. Suppose that without such restriction 5,000,000 additional 
unskilled laborers had entered this country: what would have been the 
probable effect on wages? Why? 

6. If the people of the United States could and should trade their natural 
resources and capital for the natural resources and capital of France and 
Germany, what would be the probable effect of the trade on the wages of 
Americans? On the wages of the French and Germans? Why? Provided 
that the French and Germans each received half of the natural resources 
and capital of the United States in the trade, which people would ten 
years later enjoy the highest wages, the Americans, the French, or the 
Germans? Why? 
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CHAPTER XXI 
LABOR ORGANIZATION 


1. Wages under competitive conditions. According to the rea- 
soning employed in Chapter XIX, on Demand Schedules for Labor, 
wages of any particular class of workers tend to be determined by 
the marginal vendibility of their labor. That is to say, any class of 
workers as a whole will tend to receive wages equal to the amount 
the least able employer is able and willing*to pay for the least de- 
sired unit of the labor that he employs rather than go without it. 
If at the bottom of the scale of efficiency there is a group of employ- 
ers about equally competent, or rather incompetent — and this is 
likely to be the case when the number of employers is large — then 
wages tend to be determined by the amount this group of incompe- 
tent employers is able and willing to pay for the least desired workers 
of the given class actually employed rather than do without them. 
This wage rate will be much below the rate that the more competent 
employers could afford to pay for their workers on the average and 
still make a profit. It may not, however, be below the rate that the 
more competent employers will be able and willing to pay for addi- 
tional workers beyond the number they already employ. The ten- 
dency is for any employers to hire additional men if these men are 
worth more to them than the current rate of wages. If under free 
competition any employer were able and willing to pay more for 
workers than the current rate being paid by other employers, work- 
ers would tend to drift into his employment and leave their old em- 
ployers short of hands. This wage rate may be above the rate that 
the most incompetent employers can pay and make a profit. It 
may be a rate that involves them in a loss, but a loss smaller than 
the loss involved in closing down their plants. 

The ideas here expressed may be illustrated by the figures in 
Table XXV, representing supposititious conditions in the shoe in- 
dustry. 

In this table of assumed wages and profits it is assumed that all 
shoe workers are of the same class and that all receive equal wages, 
$20 a week, which represents the marginal vendibility of their grade 
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TaBLe XXV. AssumMED WAGES AND PROFITS IN THE SHOE INDUSTRY 














Gripe AvpEracre WacE 
on Eat- | Ruysuovane | cont we Pash | eWiee Bie Peowes 
ONE E witHouT Loss 

A 10,000 $28 $200,000 $80,000 
B 20,000 24 400,000 80,000 
Cc 30,000 21 600,000 30,000 
D_ | 30,000 20 600,000 
E 20,000 18 400,000 | — 40,000 








of labor under the assumed conditions of demand and supply. Al- 
though there are many classes of shoe workers under actual working 
conditions in the industry, this assumption does not invalidate any 
conclusions that may be drawn, and it does simplify our illustra- 
tion. The A grade employers are represented as paying the same 
wages as all other grades, but as being able to pay wages of $28 a 
week, or an increase of 40 per cent, and still not suffer a loss. In 
other words, their profits are 40 per cent as great as their payroll, 
and if paid out in wages would raise the wage level 40 per cent. 
This represents the maximum this group of employers could afford 
to pay in wages in the long run and still stay in business. Similarly 
$24 represents the maximum the B grade employers could pay, $21 
the maximum the C grade could pay, and $20, or the actual rate 
being paid, the maximum the D grade employers could pay. The H 
grade employers are shown to be paying $2 a week more than they 
can afford to pay if they are not to lose-money, and this overpay- 
ment is involving an aggregate loss of $40,000 a week, which indi- 
cates that sooner or later this group must reduce wages, cut other 
costs, increase efficiency, obtain higher prices, or go out of business. 
So long, however, as employers in general are able and willing to pay 
$20 a week for the available supply of shoe workers, the E group 
must meet the competition and cannot reduce wages. The only 
reason why the E grade will continue paying as much as $20 a week 
is because they cannot get their workers for less, and will pay that 
much rather than not retain their working force. At this wage rate, 
it is true, they are losing money, but on account of indirect costs 
they might lose more if they ceased operations and let their workers 
go. Marginal vendibility we may say, then, is here assumed to be 
$20 a week. 
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But, as pointed out in Chapter XIX, marginal vendibility does 
not necessarily determine the exact wages paid by all employers. It 
only tends to determine the rate. Some employers may pay more 
than they need to, either because they believe better pay means 
more and better work or for purely philanthropic reasons. The A 
grade employers may, for example, pay $25 a week, thus sharing 
their profits with their employees. They would not, however, take 
on any additional workers that might be attracted by the high wages 
being paid. On the other hand, some employers might try to force 
wages down below the true competitive level of $20— that is, be- 
low the amount they would be able and willing to pay for their least 
desired workers rather than lose them — and they might succeed 
in doing this by reason of the weakness of the individual worker in 
bargaining with the shrewder and more powerful employer. 

2. Forcing wages below the true competitive level. In fact many 
students of labor problems hold that under competitive conditions 
wages tend constantly to sink below what we have called marginal 
vendibility, or what may be called the full competitive wage level — 
that is to say, below the level that the least effective or least desired 
worker is worth to his employers, and the wage that they would 
really be able and willing to pay him rather than not retain or pro- 
cure his services. The mere fact, they hold, that the least effective 
worker in the group may be worth $20 a week to various employers 
in the industry is not sufficient reason for assuming that he will auto- 
matically be paid $20. The worker is less skilled in judging busi- 
ness conditions than the employer, and has no way of knowing just 
what he is worth on the strict marginal vendibility principle. It 
may be more or less than $20, and if his employer assures him that 
$18 is all that can be paid for his services, he is likely to accept it 
rather than lose his job. Even if he has reason to think that in an- 
other city some distance away he could get $20, the expense of mov- 
ing his family and personal belongings, if he is a married man, and 
the reluctance he might feel at taking his children from one school 
and putting them into another in the midst of the school year, and 
at breaking up ties of friendship, would perhaps impel him to stay, 
hoping for an increase in wages later on. 

If he undertakes to argue with his employer on the matter of 
wages, he isat a hopeless disadvantage. He needs the job worse than 
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his employer needs him. Threatening to quit if forced to accept a 
reduction may be futile. If he does quit, his employer needs only to 
replace one out of scores, or hundreds, or even of thousands of em- 
ployees, and this is ordinarily a simple matter, and may be more 
than worth the trouble to the employer by serving as an example to 
others on whom a reduction in wages is to be forced later on. If the 
workman who quits because his wages are reduced finds himself for 
weeks without work, and thus brings his family to the verge of star- 
vation, he and others like him who hear about his plight will think 
twice before lightly arguing with their employers on the question 
of wages. 

Aside from the fact that the worker needs his job worse than his 
employer needs him, he is at a disadvantage in bargaining. He bar- 
gains but rarely. His employer is bargaining always, since it is by 
bargaining in buying and selling that the employer makes his profits. 
It is a case of an amateur against a professional. The worker is likely 
to be timid and apologetic; the employer bold and arrogant. The 
worker, in fact, is likely to be convinced that he is extremely lucky 
to have a job at all, or even the right to live. He may be, and often 
is, not even given a chance to present his case to his employer or any 
responsible official, but may deal only with a foreman with orders to 
offer so much and no more, and the injunction to tell the workers to 
take it or leave it. For such reasons as these it is held by many 
writers and believed by many workmen that wages tend constantly 
to fall below rather than to remain at the full competitive level. 

It is not only the least competent employers who help to force 
down the level of wages, but the more competent ones as well. Re- 
verting to Table XXV, grade A employers, who could afford to 
pay their 10,000 shoeworkers $28, as well as grade E, who could 
afford to pay their 20,000 $18, may both actually offer only $15 or 
$16, and thus profit from the workers’ weakness in bargaining. 

Two regrettable consequences may ensue. First, the more brutal 
and heartless employers in the industry, having forced down the 
wages of their employees below the level paid by the more decent em- 
ployers, find their costs reduced and their profits increased. They 
are now in a position to expand more rapidly out of profits than the 
others, and, if need be, undersell them to gain a wider market. Thus 
it becomes more difficult for any employers to maintain the former 
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full competitive wage level. Even the good employers, forced to 
reduce prices to meet competition, must reduce costs by reducing 
wages, even against their will. Marginal vendibility, in fact, has thus 
been forced downward. What the least effective worker is now 
worth is less than before, to the good and the bad employer alike. 
A new cycle of wage-cutting is then set in motion by the bad em- 
ployers, resulting in further cuts by the good employers, and so on 
and on, in a vicious circle. Now it might be argued that the reduc- 
tion in prices made possible by cuts in wages would reduce the cost 
of living in proportion to the reduction in money wages and that the 
workers would not be injured by the process. Their real wages and 
their standard of living would remain the same despite the fall in 
their money wages. Wages, however, constitute only a part of 
total costs of production, and costs of production and prices will not 
be reduced proportionately as much as wages. Moreover, reduc- 
tion in prices is not likely to be general, and cost of living of the 
workers subjected to wage cuts may fall but little and perhaps not 
at all. 

The second consequence follows from the first. If wages are thus 
gradually forced downward, the workers are progressively debased. 
Their wages fall below the minimum of decent subsistence, and they 
degenerate as a result of undernourishment, improper housing, lack 
of recreation, and privation in general. They become less efficient 
workers and become worth less to their employers, so that marginal 
vendibility of their labor falls still further, thus setting in motion 
another vicious circle. Not only the present generation of workers 
is thus debased, but future generations, since the children of under- 
paid workmen suffer from undernourishment and other privations, 
and must often be set to work at disease-breeding employments to 
eke out a living wage for the family. In this analysis we are con- 
cerned primarily with determination of wages. But it may be 
noted at this point that working conditions in general, as well as 
wages, are affected by the unequal bargaining power of employer and 
employee. The brutal and selfish employer may force his employees 
to work long hours, in ill-lighted and poorly ventilated workrooms, 
and exposed to the menace of occupational disease arising from irri- 
tating dust, poisonous fumes, and so on, and subject to accidents 
through the lack of adequate safety appliances in the factory. 
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One need only to read economic history to learn that actual con- 
ditions among wage-earners under conditions of unfettered compe- 
tition have at times tended strongly to confirm the conclusions 
reached by the foregoing reasoning. Undoubtedly unregulated com- 
petition does tend to produce deplorable results among wage-earn- 
ers, particularly among the lower .grades, who because of their 
peculiarly weak position in bargaining individually with strong em- 
ployers are the more likely to make bad bargains and sink into a 
condition of poverty destructive to health and self-respect. One 
should not, however, assume that competitive conditions among un- 
organized workers are the sole cause of poverty and distress, and 
that organization is all that is required to bring universal prosperity 
to all the workers of the world. 

3. The advantages to the workers of labor organizations. The 
foregoing discussion of wage conditions of unorganized workers 
freely competing for jobs with competitive employers not only in- 
dicates that workers could gain substantial advantages by organiza- 
tion, but suggests the nature of the labor organization that will best 
serve their purpose — that of raising their wages and otherwise 
bettering their conditions of employment. Wages tend to sink to 
low levels, first, because marginal vendibility tends to fix wages 
for all workers in the group; second, because some employers, by 
taking advantage of the weakness in bargaining power of individual 
workers, force wages below the full competitive level; third, because 
good employers must under pressure of competition follow the ex- 
ample of bad employers; and fourth, because laborers suffering 
privation resulting from chronic underpayment degenerate physi- 
cally, mentally, and morally, and thus become less efficient workers, 
making further cuts in wages necessary. 

If now all the workers in a given wage group, as our shoemakers 
in the assumed case in which all workers are in the same class, form 
a solid organization, elect officials, and choose a few keen-minded 
and self-confident men from among their number to bargain with 
employers in respect to wage rates and other working conditions, 
an entirely different state of affairs is presented. Employers intent 
upon forcing wages as low as possible no longer find themselves 
dealing with individual workers, timid, apologetic, fearful of giving 
offense, and perhaps dull-witted and uncertain in their demands, 
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whom they may often browbeat into accepting needlessly low wages 
and disagreeable working conditions. Instead, employers will find 
that the workers are now pitting professional bargainer against 
professional bargainer, meeting shrewdness with shrewdness, bold- 
ness with boldness, and arrogance, if need be, with arrogance. Not 
only do employers now find themselves faced by men more compe- 
tent to hold their own in argument, but they find themselves bar- 
gaining on more equal terms, with as much to lose as the workmen, 
and even more, if no satisfactory agreement is reached. Sitting 
across the table from the labor union official the employer must de- 
cide the question, not of hiring or firing a single worker, but of de- 
ciding whether to meet the workers’ demands or close down his 
plant, since under organization the workers can now use the weapon 
of the “‘strike” or concerted withdrawal from work in the shops of 
the employer who fails to meet their demands. He is brought face 
to face with the question, not of how much he is able and willing to 
pay for a few additional workers rather than go without them, but 
of how much he is able and willing to pay to all his workers on the 
average rather than close down his plant temporarily or even per- 
manently. Instead of being able to force down wages below the full 
competitive level, he may be forced to pay more than the full com- 
petitive level, perhaps nearly as much, or quite as much, as his 
workers are worth to him on the average. 

4. Forms of labor organization. In the foregoing discussion of 
the advantages of labor organization to the workers, the assumption 
has been made that all the workers of a given class in a given indus- 
try were organized and bargained collectively with their employers. 
But labor organizations may be of various forms. We may distin- 
guish from one another the labor union, the industrial union, the 
trade union, and the shop union, classified according to the scope of 
the organization. The first three are ordinarily national in scope. 
The labor union attempts to enroll all workers in all industries; 
the industrial union, all workers in a given industry; and the trade 
union all workers in a given trade. The shop union is a union of 
workers in a single business organization. 

It was assumed also in the preceding section that the purpose of 
the labor organization was to bargain collectively with the employ- 
ers in order to obtain higher wages and better working conditions 
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for the members of the union. This type of union may be called the 
business union, which strives to better the conditions of the workers 
by compelling the employers to share their prosperity with the em- 
ployees, and has no avowed purpose of overthrowing the present 
industrial system or of reforming the world in general. Professor 
Hoxie, an authority on labor organization, recognized three other 
distinct types of unions, classified according to purpose — the up- 
lift union, the revolutionary union, and the predatory union, the 
names indicating clearly enough their purpose. 

The uplift union is described as one that strives by all peaceful and 
law-abiding methods possible to improve the conditions of the work- 
ers — by collective bargaining, by mutual insurance, by legisla- 
tion, by education, and so on. Its activities are employed in behalf 
of all workers, and not merely of one class, and it becomes therefore 
a labor union, and not merely an industrial, trade, or shop union. 
The best example of the uplift union in the United States is also the 
best example of the labor union, namely, the Knights of Labor, an 
organization which flourished in the eighteen-eighties, and had at 
its best a membership of perhaps three quarters of a million men. 
The Knights of Labor did not, however, always stick to peaceful 
methods, but at times resorted to violence, and the opposition thus 
aroused, together with the inherent weakness of this union in trying 
to serve the interest of widely different classes of workers in all in- 
dustries, caused the organization to fall to pieces during the late 
eighties and the early nineties, while trade unions came to the front 
as the dominant form of labor organization in the United States. 

Most of the trade unions in the United States may also be called 
business unions, their purpose being to improve the condition of 
their members without destroying the present system of industry — 
namely, private ownership and operation of industrial equipment 
and production for profit. Some of the trade unions are, however, 
rightly called predatory unions, being in form the same as the busi- 
ness trade union, but resorting to various abominable practices to 
gain their ends or the ends of their officials, including violence, brib- 
ery, and monopolistic combinations with employers in restraint of 
trade. 

The revolutionary union has either as its immediate or as its ulti- 
mate aim the destruction of the system of capitalistic production, 
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with the ownership of industrial equipment mainly in the hands of 
rich employers, and the setting up of some other form of industrial 
organization, such as state socialism, syndicalism, or communism. 
In the United States, and in other countries, unions of the industrial 
form are likely to be revolutionary in purpose. American examples 
of industrial unions with revolutionary aims are the Industrial 
Workers of the World, now declining in importance, and the Amal- 
gamated Clothing Workers. The revolutionary industrial union 
may, and does, in some cases, as in the case of the Amalgamated 
Clothing Workers, adopt the policy of the business union for its 
immediate purpose — that of improving the conditions of its mem- 
bers — looking to the distant future for the realization of its ulti- 
mate aim — the control of industry by the workers. 

For nearly forty years the national trade union has been the 
dominant form of labor organization in the United States, presum- 
ably because the workers have learned that this form of union best 
serves their purpose. In more recent years, however, industrial 
unions have been growing in relative importance, and rivalry is 
keen between the older type of trade-unionism and the so-called new 
unionism represented by various industrial unions. The strength 
of the trade union lies in its comparatively narrow membership of 
workers having practically identical interests, who can be induced 
with relative ease to stick together and present a solid front in bar- 
gaining with their employers for wages and working conditions ad- 
vantageous to themselves. The greatest weakness of trade-union- 
ism lies in the fact that it tends to leave the unskilled workers un- 
organized, since, strictly speaking, they have no trade; and it is 
these workers who particularly need the advantages of organization 
to maintain their wages at a decent level. A further disadvantage 
of trade-unionism is that the various workers in a given industry 
are separated into many trades, and each trade tends to strike the 
best bargain it can for itself regardless of the interests of the other or- 
ganized trades and the unorganized masses below them. It destroys 
what the revolutionary unionists like to call the solidarity of the 
working class. It is held by some writers that recent developments 
in industry tend to weaken the position of trade-unionism; the in- 
creasing use of machinery is tending to wipe out craft or trade lines 
and reducing most workers to a more or less uniform class of ma- 
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chine tenders. In the Ford automobile factories, for example, about 
five per cent of the employees are said to be skilled moulders and core 
setters and the other ninety-five per cent are skilled in only one oper- 
ation, of a kind which even a stupid man can learn in two days, such 
as putting in a bolt or fastening a nut. The industrial unionists 
maintain that the industrial union is the form of organization that 
in the years to come can bargain most effectively with the employ- 
ers. However this may be, trade-unionism has long been and re- 
mains at present the dominant form of organization, and the great 
membership of trade unions shows clearly that the workers in the 
various trades believe that they reap gains from this form of 
organization. 

5. The extent of labor organization. Table XXVI shows the 
membership of American trade unions from 1897 to 1923, and indi- 
cates a persistent increase in numbers despite occasional setbacks. 
The high-water mark of organization was reached in 1920, when the 
membership in unions was 5,110,800.2. In that year the total popu- 
lation of the United States was 105,710,620. Trade-union member- 
ship has therefore not reached in any year five per cent of the total 
population. This fact is sometimes pointed out by persons who de- 
sire to belittle the trade-union movement as an indication of the 
relative unimportance of the organized labor group as compared with 
the unorganized workers in industry. But such a comparison leaves 
out of account important facts. All the people are not gainfully 
occupied, and not all persons gainfully occupied are wage-earners, 
and not all wage-earners are in groups that may be called organiz- 
able. 

The total working population of the United States in 1920 may 
be said to have numbered approximately 40,000,000, and the total 
number of wage-earners, 25,000,000. About twenty per cent of the 
wage-earners were, therefore, organized in 1920. But some divi- 
sions of industry are more highly organized than others. In trade 
or commerce, professional service, clerical occupations, domestic 
and personal service, and public service, labor organization plays a 
minor part. The percentage of organized workers in these occupa- 
tions in no case reached as high as ten per cent. On the other hand, 


1 Hdie, Economics, Principles and Problems, p. 56. 
4 This includes industrial unions as well as trade unions. 


LABOR ORGANIZATION 397 


in mining the percentage of organized workers was forty-one per 
cent of the total; in manufacturing, twenty-three per cent; in trans- 
portation, thirty-seven per cent; and in the building trades, twenty- 
five per cent. In certain occupations in these divisions of industry 
the percentage of workers organized was considerably higher. For 


TaBLE XXVI. TotaL MEMBERSHIP OF AMERICAN TRADE UNIONS, 
1897-19231 


YEAR MEMBERSHIP YEAR MEMBERSHIP MEMBERSHIP 


447,000 1,958,700 2,607,700 
500,700 2,122,800 2,808,000 
611,000 1,130,600 3,104,600 








868,500 2,047,400 3,508,400 


1,124,700 2,184,200 4,169,100 
1,375,900 2,382,800 5,110,800 


1,913,900 2,483,500 4,815,000 
2,072,700 2,753,400 4,959,400 
2,022,300 2,716,900 3,780,000 





example, fifty per cent of brick and stone masons were organized, 
fifty-seven per cent of steam railroad employees, and eighty-five 
per cent of workers engaged in water transportation. 

In some European countries the percentage of workers organized 
is greater than in the United States, notably in Germany and Great 
Britain, the number of trade-unionists in these two countries in 1920 
having exceeded 9,000,000 and 8,000,000 respectively, as against the 
5,000,000 trade-unionists in the United States.’ 

6. The American Federation of Labor. With some important 
exceptions, the trade unions in the United States are members of the 
American Federation of Labor. The American Federation of Labor, 
it should be noted, does not itself bargain directly with employers, 
but is merely a loose federation of the bargaining unions. It is use- 
ful to its members mainly in carrying on publicity favorable to va- 
rious trade-union policies, such as higher wages, shorter hours of 

1 Wolman, The Growth of American Trade Unions, 1880-1923, p. 33. Reprinted by 
permission of the National Bureau of Economic Research. 


2 The trade-union statistics of this section are from Wolman, The Growth of Amer- 
toan Trade Unions, 1880-1923. 
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work, and so on, and in extending aid to trade-union members in 
the form of strike benefits or otherwise. The trade unions them- 
selves are organized on a national scale and have local unions in 
every city where the number of possible members justifies a local. 
The various local unions representing the various trades in a given 
city are federated into a city central body, and the various local 
unions and city central bodies in a given state are joined together in 
a state federation. The city central bodies and the state federa- 
tions, as well as the national trade unions, are members of the 
American Federation of Labor, or the A.F.L. In 1924, according to 
Samuel Gompers, the A.F.L. had a membership of 2,865,979, or- 
ganized into 107 national trade unions, 49 state federations, 855 
city central bodies, and 32,157 local unions. Important trade un- 
ions not in the A.F.L. are the four powerful railway brotherhoods, 
the locomotive engineers, locomotive firemen, railroad trainmen, 
and railway conductors. 

Although the American Federation of Labor includes in its mem- 
bership workers from a great variety of industries and trades, and 
tends to some extent to function as an industrial union and as a 
labor union and uplift union, all these activities are subordinated 
to the chief business of its member unions, the trade unions — 
namely, bargaining for higher wages and better working conditions 
for the individual trades they represent. 

7. The essentials of the collective bargain. Consider now the es- 
sential elements of a successful collective bargain between a labor 
organization and competing employers. Assume that the union 
in question is the union of shoe workers of our imaginary shoe indus- 
try in which there are 110,000 employees working for a considerable 
number of employers of varying degrees of business ability and vary- 
ing capacity to pay wages. First of all, the shoe workers’ union 
must include in its membership a large proportion of all workers in 
the industry or the trade which they represent. In our simplified 
assumed case we make all shoe workers of the same class, so that our 
union is both a trade union and an industrial union. Second, the 
workers must choose representatives from among their number, or 
possibly outsiders, to bargain for them, and employers must recog- 
nize these representatives as the spokesmen for the workers. Third, 
employers must agree to pay a “standard minimum rate” of wages; 
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that is to say, wages per day or week for a given class of workers 
must not fall below a stated minimum, and wages paid by the 
“piece” or unit of product must not fall below a stated minimum 
per piece. This standard wage must be paid not only to members 
of the union, but to any employees who are not members of the 
union, and it must be paid by practically all the employers in the 
industry. Fourth, if wages are paid by the day or week, the hours 
of labor must be specified in the agreement and no worker must be 
permitted to work longer than the standard number of hours per 
day, and this must hold for practically all employers in the industry, 
and even if wages are paid by the piece, or unit of output, hours of 
labor ought to be limited to a certain maximum. 

These are essential conditions of a successful collective bargain 
for reasons that can be presented in brief form. It is to be assumed 
in all cases that some employers will accept only under compul- 
sion, collective bargaining in the place of individual bargaining with 
their workers and that some employers, who ostensibly accept the 
terms of the collective bargain in respect to wages, hours of labor, 
and other matters, will violate the agreement whenever it is to their 
interest and within their power to do so. Therefore, the following 
things are true: Unless the union embraces in its membership a 
large proportion of the workers in the trade or industry concerned, 
some employers will continue to operate their shop with non-union 
employees, or, as the expression is, they will run non-union shops. 
If some employers are able to continue running non-union shops, 
and by reason of individual bargaining manage to keep their wage 
level below the union wages paid by their competitors, they can 
undersell the latter, and make it more difficult for them to continue 
paying the higher level of wages. Furthermore, the non-union em- 
ployers may make greater profits than the union employers, expand 
their output, and gradually drive the latter out of business, or at 
least reduce the proportion of the total business of the industry in 
the control of employers of union labor. 

Unless the employers recognize the union officials as spokesmen 
for members of the union, there is, of course, no collective bargain. 
If the employers do not agree to pay at least the stated minimum 
wage by the day or week, or by the piece, but insist that they may 
hire workers for less than the minimum if any are willing to work for 


400 LABOR ORGANIZATION 


less, the collective bargain fails of its purpose. Any member of the 
union would be willing to work for less than the union rate, presum- 
ably, if he were given the choice between accepting the reduction 
and the loss of his job. In that case the collective bargain would be 
merely a scrap of paper, ostensibly in operation, but in fact sup- 
planted by a large number of individual bargains. 

Unless the non-union men employed are paid the same wages as 
union men, employers will have a persistent incentive to discharge 
union men and hire non-union men, whenever the opportunity pre- 
sents itself, and thereby discourage membership in the union during 
periods when not everybody can get a job, which is a considerable 
part of all the time under modern industrial conditions. 

Unless hours of labor are standardized, employers may offset 
the higher wages obtained through collective bargaining by longer 
hours of labor. 

If any employers in the industry, through some defect in the col- 
lective bargain, are able to force wages below the union level, or cut 
down costs by longer hours of labor, or otherwise, these employers 
gain advantages over others that may force the latter out of business 
or at least hamper their continued operation and expansion. 

Trade-union officials are, therefore, insistent that the essential 
conditions of successful collective bargaining be realized in their par- 
ticular organizations. They strive to organize the greatest possible 
number of workers in the trade, insist upon recognition of the union 
officials as spokesmen for the union members, demand that the 
union scale of wages shall prevail for both union and non-union em- 
ployees, hold out for the standard rate of wages, and make special 
efforts to “unionize” any shops that may be operating with non- 
union men. In our imaginary example we have assumed equal 
wages for every member of the union, but there may be, of course, 
many rates of wages — each rate the standard rate for a particular 
class of workers. In the actual shoe industry, there is one standard 
rate for sole-cutters, another for lasters, and still another for edge- 
trimmers, and so on, and some workers are paid by the piece while 
others are paid by the week. 

A by-product, but an important one, of the essential conditions of 
successful collective bargaining is the closed-shop controversy. As 
already stated, non-union men must be given the same wages as 
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union men if the latter are not to be discriminated against in em- 
ployment. But to give non-union employees the same wage as 
union employees is to offer a reward for not joining the union. Un- 
ion members pay dues to support the organization — perhaps twen- 
ty-five cents a week or more. Non-union men get all the benefits 
conferred by the union without assuming their share of the expenses 
of the organization. Some men are not very favorably disposed, 
anyway, toward joining the union and this economic advantage of 
not joining, added to their predisposition not to join, keeps them 
out of the union. Against these men dues-paying union members 
tend to harbor a resentment. A demand may then be made upon 
employers to hire none but union men, or men who will join the 
union if employed. This is the demand for the “‘closed shop,” the 
shop closed to all except union men. 

8. Labor controversies. Many controversies between trade un- 
ions and employers grow out of differences in opinion concerning the 
essential elements of a collective bargain. Many employers agree 
that the principle of collective bargaining is sound — that employees 
as a group may rightly insist upon selecting a spokesman to present 
their case to their employers. But some of these employers object 
to dealing with “outsiders” who do not understand the special 
conditions in their plants. They insist upon bargaining only with 
their own employees, either individually or through representatives 
chosen from among the employees. They refuse to “recognize”’ 
trade-union officials and term them meddlesome trouble-makers. 
In short, these employers are willing to recognize shop unions, made 
up of their own employees, but will not recognize trade unions and 
their officials. It is easy to appreciate the point of view of these 
employers. Their attitude does not seem to be an unreasonable 
one. Often it is the outcome of past dealings with trade-union 
officials who might truthfully have been called meddlesome trouble- 
makers. Often trade-union officials attempt to impose upon an 
employer labor contracts which are unsuited to his peculiar condi- 
tions and insist upon policies which if accepted by the employer 
must inevitably lead to his ruin. Sometimes, too, the trade-union 
officials may be of the corrupt and criminal type of the predatory 
union, resorting to such tactics as offering to sell immunity from 
strikes and labor troubles for a stated sum of money paid to them- 
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selves, or threatening to inflict a strike upon a decent type of em- 
ployer unless bought off by a substantial bribe or the like. 

But evenif one may understand the point of view of and sympathize 
with the employer who refuses to recognize the trade union and its 
officials, and who insists upon dealing only with his own employees, 
one cannot fail to note the reasonableness of the opposing point of 
view. The shop union fails to give the workers the power by means 
of which alone they can compel employers to share their prosperity 
with the workers, or by means of which they can prevent the grasp- 
ing employer from forcing wages below a decent minimum. For one 
thing the shop-union spokesman is himself an employee of the em- 
ployer with whom he bargains and is subject to discharge by him. 
He is, therefore, bargaining at a disadvantage. In the second place, 
a good bargainer may not be found in every shop. In the third 
place, some shops may have an ineffective union or no union at all, 
so that some employers are free from union pressure, and in such 
shops wages may be forced down by grasping employers. Under 
these circumstances even those employers who are disposed to pay 
high wages and provide decent working conditions for their em- 
ployees may be forced by pressure of competition to follow the 
example of the worst type of employer, for reasons already given in 
this chapter. 

Some employers, although willing to recognize the trade union, 
object to the payment of the standard rate, maintaining that it has 
a deadening influence upon the workers because it removes the in- 
centive to good work that is provided by wages differing from man 
to man according to work performed. Trade-unionists insist that 
this argument is defective because employers may, if they see fit, 
reward the worker of great industry or skill by paying him more than 
the standard minimum. It seems to be true, however, that the 
standard minimum demanded by the union often becomes the com- 
mon wage of all workers. 

Some of the most bitter disputes arise over the closed-shop ques- 
tion. ‘The union officials may insist upon the closed shop for rea- 
sons already given, namely, that if non-union men, who pay no 
union dues, are given the same wages as union men, a direct bribe 
is offered to men not to join the union, and if they are paid lower 
wages than union men, a direct incentive is offered to employers to 
discharge union men and hire non-union men whenever possible. 
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Employers, however, object vigorously to the closed shop. If 
they cannot employ non-union men, their supply of labor is re- 
stricted and their bargaining power is considerably weakened. In 
case.of a dispute with the union and a resulting strike, all their men 
would withdraw from work and an entirely new staff of employees 
could neither be secured without great difficulty nor organized into 
an efficient body of workers, without great loss. The closed shop 
generally in force throughout the industry would furthermore be a 
powerful lever in the hands of union officials by means of which to 
force a practically one hundred per cent enrollment of workers in 
the union, since workers would be compelled to join the union as a 
condition of securing employment. In case of a strike, then, the 
employer concerned would find no non-union men to take the place 
of the strikers. Employers would in fact be put in the position of 
being unable to operate without coming to an agreement with the 
union. Union officials under such circumstances might become dic- 
tatorial and insist upon terms not only ruinous to the employers, 
but detrimental to the public welfare. Wages might be forced up 
to unreasonable levels and hours be unreasonably reduced. Fur- 
thermore, union officials by various tactics that have frequently ac- 
tually been applied might undertake to create an artificial scarcity 
of labor and thus make possible higher wages for the members of 
their union. First of all, they might restrict membership in their 
union by laying obstacles in the way of apprentices’ learning the 
trade, if the union were one of a highly skilled trade, such as ma- 
chinists, pattern-makers, bricklayers, and so on. Secondly, they 
might restrict in an unreasonable degree the amount of work a man 
is permitted to perform in a day, or they might restrict the use of 
labor-saving machinery, these tactics having the same effect as 
reducing the number of men available. Not only would all this 
tend to reduce the profits of the more capable employers and to 
drive the less capable ones out of business, but it would tend to in- 
crease the cost of production to such a degree as to result in a rise 
in price of the product. Moreover, the quantity of goods produced 
would tend to be cut down in every industry in which such labor 
tactics were applied, to the detriment of the people as a whole — in- 
cluding the trade-unicnists themselves. That these policies may be 
pursued in some cases does not condemn the closed shop in all cases. 
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The case for the closed shop seems at least as good as the case 
against it, provided only the unions do not resort to restriction of 
membership in the union and to limitations on the amount of work 
that may be done per day beyond those limitations that are merely 
a reasonable safeguard to the health and safety of the workers. 
But the closed shop must be condemned when it is made an instru- 
ment in the hands of union officials to establish a labor monopoly 
and to restrict output. The closed-shop controversy should be 
judged on its merits in each particular case, and the public should 
view with suspicion the pious protestations of both parties to the 
dispute over the closed shop when it arises, that they are only de- 
fending the Constitution, with the sacred liberty it guarantees, from 
its enemies, the ruthless trade-union officials or the despotic capital- 
istic employers, as the case may be. 

9. How much may be gained by trade-unionism? In preceding 
sections of this chapter the reasoning has pointed to possible gains 
that may be secured by the workers through trade unions, or for 
that matter through industrial unions or shop unions. It seems 
clear that through organization workers may force wages above the 
level that tends to prevail when the workers bargain individually. 
But how much can be gained? How high may wages be forced, and 
how low may hours of labor be reduced? On this point opinions 
differ, all the way from the point of view that wages are fixed once 
for all by economic law and cannot be changed by organization, to 
the point of view that there is no limit to the gains to be achieved 
if workers only stick together and clamor loud enough, and, if need 
be, fight hard enough. Both extreme points of view are clearly 
wrong. Somewhere in between lies the truth. Just exactly how 
much labor organization may raise wages and otherwise improve 
labor conditions no one can say, but the unbiased student may point 
out certain more or less well-defined limits beyond which gains would 
be difficult to achieve and hold and beyond which they would be 
obtained with extreme difficulty. 

To begin with, it may safely be said that if wages are below the 
“full competitive level,” the level that the various employers in 
the industry concerned would be able and willing to pay rather 
than do without the services of the least desired workers, wages may 
readily be raised to this level by collective bargaining, provided the 
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essential conditions of collective bargaining are present — namely, 
if a large proportion of the workers in the trade or industry con- 
cerned are organized, if the representatives chosen by the union 
members are recognized by practically all employers in the industry, 
as spokesmen for the union, and if the employers accept the prin- 
ciple of the standard rate and standard hours of labor and apply it 
to non-union men as well as to union men. That is to say, with 
these conditions realized, wages could be raised in our imaginary 
shoe industry as represented by Table X XV, on page 388, to $20, if 
they were below that figure. 

At this level, however, our lowest grade or least efficient employ- 
ers, the E group of our table, would be losing money — losing less, 
however, than they would lose if they quit, as has already been 
pointed out. But to keep on losing in the long run is impossible. 
Eventually they would be forced to suspend operations and their 
employees would be discharged. The union would now have to 
take care of these unemployed workers either by weekly unemploy- 
ment benefits, which unions sometimes pay to their members, or by 
finding employment for them in the union factories still operating. 
Otherwise the unemployed workers would tend to find employment 
at less than union wages with employers running non-union shops. 
It is reasonable to assume that practically all of these discharged 
workers could find employment in the shops of the more efficient 
manufacturers, who would have gained the business lost by the 
firms that suspended operations and who would therefore need 
more employees. 

Suppose now that the union has gained its point, wages are up to 
the full competitive level of $20, with the E grade employers grad- 
ually being forced to the wall and their employees drifting into the 
employment of the manufacturers in groups A, B, C, and D. Sup- 
pose that the union officials now demand $21 a week, all that the C 
grade employers can pay without loss, and $1 more than the D grade 
employers can pay without loss. If the manufacturers grant this 
wage increase rather than provoke a strike by refusing to grant it, 
the D grade employers, who are now losing money, will tend to fol- 
low the E grade employers out of business. Their employees, 
30,000 as given in our table, will have to find work elsewhere. Pos- 
sibly they will be absorbed by employers of the A, B, and C groups, 
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just as before the workers of the E group were absorbed by the more 
efficient manufacturers remaining in business. Conceivably the 
workers might then press forward for an increase in wages to $22, 
which would tend to drive out of business the C group of employers, : 
who can afford to pay only $21 if they are to continue operating 
long, and conceivably the workers thus thrown out of work might 
find employment with the A and B group of manufacturers, able 
and willing to pay in the long run $28 and $24 respectively. 

But these successive moves for wage advances would bring in- 
creasing difficulties. Every increase in wages would tend to reduce 
the profits of employers if they were making profits, or to increase 
their losses if they were suffering losses, unless the workers did more 
and better work for the higher wages, which cannot be assumed to 
be the case always. In part this loss to the employers remaining 
in business would be offset by their larger output if they captured 
the business of those who were forced out by high wages, but once 
a business man is producing at less than cost, expansion in output 
only increases his loss unless substantial economies of large-scale 
production are realized. Producing at a loss or at a narrow margin 
of profit, the remaining employers would have little desire and less 
capacity to expand,their plants, and could not therefore absorb the 
men thrown out of work by the failure of the less competent manu- 
facturers. At the same time the desire on the part of old producers 
and prospective new producers to run non-union shops and escape 
the wage exactions of the union would be increasing with every rise 
in the union rate. At the same time, too, workers in other trades or 
industries would be attracted by the higher wages being paid to the 
shoe workers, and would apply for jobs and for membership in the 
union. Under these circumstances it would become very difficult 
to find employment for all shoe workers at union wages and to 
prevent the establishment and expansion of non-union shops paying 
less than union wages. 

A possible solution of the problem for the union would be to re- 
strict membership in the union to a certain maximum figure and em- 
ploy all conceivable tactics to prevent the employment of non-union 
men in shoe factories. Unless it gained the codperation of practi- 
cally all employers, it would become necessary to resort to violence 
in order to intimidate non-union workers from taking employment 
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in non-union shops. In order to permit employers to pay the high 
rate of wages demanded to all members of the union, it might resort 
to restriction of output by shorter hours, less use of labor-saving 
machinery, slow work, and soon. Thus fewer shoes would be pro- 
duced and the manufacturers could charge higher prices and presum- 
ably get more in the aggregate for a smaller number than for the 
larger number previously produced. In certain instances em- 
ployers as a group have entered into such agreements with a trade 
union to restrict output, thus establishing a monopolistic condition 
permitting the favored wage-earners to secure higher wages and the 
monopolistic producers to enjoy greater net gains. In such an indus- 
try as the shoe industry, however, such monopolistic agreement 
could not long endure, because of the ease with which additional 
workers may learn their trade and new producers can establish 
themselves in business. In fact, there are at present few industries 
in which it could long succeed. 

In our hypothetical case we have considered all workers in the 
shoe industry to be members of the union and have considered wages 
of all the workers to be raised together. In such cases our conclu- 
sion must be that organization may bring some increase in wages 
and some bettering of working conditions in other respects, but that 
unless the workers do more and better work than before no remark- 
able increase in wages or decrease in hours of labor can be brought 
about by organized effort. Workers may, however, do more and 
better work when receiving higher wages, and when this is true 
employers may be no worse off afterwards than before, and may on 
the average even be better off. Particularly in the matter of reduc- 
ing hours of labor from the unreasonably long hours of ten or twelve 
a day to eight or nine, it may be found, and has in some cases been 
found, that more work is done in the shorter period than in the 
longer period. When this is the case a real net gain is achieved. 

If the workers in a highly skilled trade form a union, and if the 
members of this union constitute only a small percentage of the 
workers employed in the various plants where they work, they may 
through organization raise their wages very substantially. If their 
wages in a given plant constitute only five per cent of the total 
costs of the producer, a hundred per cent increase in their wages 
will increase total costs only five per cent, and may in fact increase 
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total costs less than that. The various competing business men re- 
quiring their services may, when compelled to pay more for this 
class of labor, offer less for some other class of labor or other cost 
item. A tight union, then, in such a trade, represented by able bar- 
gainers, may raise its members to comparative affluence within a 
short time. An example of this sort is the Brotherhood of Loco- 
motive Engineers. To a certain degree most of the American trade 
unions have profited from such conditions. They have been able 
to improve the conditions of their members because they have 
brought pressure to bear upon the employers to raise wages of a 
restricted number of men at a time, rather than to raise wages of all 
employees together. 

If all the workers in a given industry are to enjoy a substantial 
rise in wages, without performing more work, producers must ordi- 
narily obtain a higher price for their product than before or produce 
at a loss, except possibly the most capable producers in the industry 
who have been making large profits. Workers in any given indus- 
try might benefit substantially from such a procedure if the same 
rise in wages and in the price of the product did not occur in other 
industries. But in so far as wage increases in all industries lead to 
higher prices of products of all industries, the cost of living rises 
along with money wages, and the real wages of the workers — what 
they can buy with their money wages — may be little higher than 
before. 

to. Conclusions. Roughly speaking, profits, interest, and eco- 
nomicrentin the United Statesin recent years have constituted about 
thirty per cent of the total national income, and wages and salaries 
about seventy per cent. Considering the salaried workers as merely 
a part of the wage-earning group, it is obvious that no remarkable 
increase in wages is possible for the workers as a whole through or- 
ganization, legislation, or through anything, in fact, except greater 
production of goods per capita. If the workers were to get the total 
product of industry, and profit, interest, and rent were absolutely 
wiped out, wages would not be increased fifty per cent thereby. 
Even if workers could foree such a general increase in wages as to 
wipe out profit, interest, and rent, the gain would not be wholly a 
net gain, assuming production to remain at the old level. Many 
workers, particularly in the United States, as owners of houses, in- 
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surance, shares of stocks in corporations, or bonds, enjoy some in- 
come in the form of profit, interest, and rent, and what they lost 
from this source would need to be set off against what they gained in 
wages. ‘There are sound theoretical reasons for holding that profits 
and interest could not be wiped out without grave consequences to 
the productiveness of industry in the long run — profits, in part at 
least, being a necessary reward for business ability and assumption 
of risk, and interest a reward for saving without which accumulation 
of capital would be greatly retarded. And rent cannot be wiped 
out by any wage policy that would compel all employers to pay the 
same rate of wages for the same grade of workers, for reasons that 
will be clear to the reader who has perused our chapters on rent and 
the price of land. Only under a private or a public monopoly could 
rent be paid out to wage-earners. 

In any country where wages and salaries already constitute 
seventy per cent of all income, it is probable that at the best, organ- 
ization by itself alone, unaccompanied by an increase in the quan- 
tity of goods produced, could not gain for the workers in the aggre- 
gate an increase in wages of more than twenty per cent, and possibly 
not that much in the long run. Organization may, however, keep 
wages from falling, gain for the workers their proper share of the 
total output of industry when productivity of industry rises, as it 
has risen in recent years in the United States, and it may tend to 
bring about an increase in productivity of industry by winning a 
higher standard of living for the workers. On the other hand, labor 
organizations, if they become very powerful and pursue a policy of 
restriction of output, discourage investment and business enterprise, 
and otherwise hamper the proper management of industry, may 
bring about a decrease in productivity of industry. By so doing 
they may in the end reduce real wages — labor’s slice of the indus- 
trial product pie may be a larger part of the total, but the pie will be 
smaller, and labor’s siice will be smaller absolutely than before. 

Granting that organization may maintain the level of wages sub- 
stantially above the level that would prevail under individual bar- 
gaining, is this desirable? Some would hold thatitis not. Laborers, 
they say, are spenders and wasters. Give them a dollar and they 
“blow it in.”’ Otherwise they would not be mere laborers. It is 
better, they assert, to keep workers unorganized and weak, keep 


410 LABOR ORGANIZATION 


wages down, maintain high profits, interest, and rent, and thus give 
the rich large incomes out of which savings may be made and capital 
accumulated, thereby making the nation rich and powerful and 
making life pleasant for the worthy and fortunate few. This brutal 
and pessimistic brand of social philosophy is fortunately being dis- 
carded along with other medieval notions that have done much mis- 
chief in the world. The dominant modern social philosophy is of a 
more humanitarian type. Life is to be made pleasant, not merely 
for the aristocrats, but for the people as a whole, of whom the wage- 
earners are the vast majority. The modern enlightened point of view 
is that an increase in wages and a smoothing down of the inequalities 
of wealth and income are highly desirable, provided they do not 
ultimately produce evils to offset the immediate gain. The point 
at issue is, then, will the organization of the workers and the in- 
crease in wages so hamper industry as to lead ultimately to a decline 
in productivity, to greater poverty, and to greater inequality? Ifthe 
organized workers by restrictive policies reduce the total production 
of goods, then organization is to that extent an evil. If they force 
up wages and reduce the incomes of the wealthy, who now do most 
of the saving and accumulating of capital, and if they spend their 
wages all for consumers’ goods, and do not save, then the capital 
equipment of the country will deteriorate, and this will in the end 
bring wages to a very low level. But organization does not neces- 
sarily restrict output, although in many cases in the past it has done 
so. In this respect the record of labor: organizations is at least 
as good as that of organizations of business men. Labor organiza- 
tions may — and in many cases do — increase productivity of in- 
dustry. As for saving, many laborers have the desire to save and 
do save whenever their incomes rise to a level that makes saving 
a wise provision for the future rather than a penurious reduction 
in the standard of living of their families. On the whole, both de- 
ductive reasoning and economic history indicate that some form of 
labor organization is socially desirable. 


EXERCISES 


1. How are wages determined under competitive conditions? What is 
meant by the true competitive level? Why may some employers force 
wages below the true competitive level? 
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2. Is it possible for workers to raise their level of wages by means of labor 
organizations? Why, or why not? 

3. What are the essentials of successful collective bargaining? Explain. 

4. Up to the present time the trade union has been more important by far 
in the United States than the industrial union. On what grounds do some 
writers maintain that in the future the industrial union will become rela- 
tively more important? 

5. Suppose that in a certain manufacturing industry 100 competing produc- 
ers each employed 1000 men at $5 a day. Suppose that these manufac- 
turers could be placed into five groups of 20 in each group, and that the 
manufacturers of the first group were making profits of $5000 a day each, 
the manufacturers of the second group, $4000; those of the third group, 
$3000; those of the fourth group, $2000; and those of the fifth group, 
$1000. Suppose that the indirect costs of each manufacturer were $1000 
a day. Then suppose that the laborers organized into a strong union, de- 
manded a 40 per cent wage increase, were prepared to hold out indefi- 
nitely on a strike unless the increase were granted, and that the employers 
could find no other men. What would be the probable results for every- 
body concerned? Suppose that the first wage increase of 40 per cent were 
granted, and that the workers the next year demanded another increase 
of $2.a day, what would be the result? 
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CHAPTER XXII 
LABOR LEGISLATION 


1. Labor conditions under unregulated competition. Business 
has been defined as buying to sell at a profit, or as production for 
profit. |Whether or not a business man makes profits depends 
mainly gn three things — his ability to buy low, his success in selling 
high, and his administrative capacity in making from a given num- 
ber of units of producers’ goods the maximum amount of finished 
product. His capacity to buy low is at least as important as either 
of the other two factors that make for success or failure, and often 
it is much more important. Under severely competitive conditions 
each competitor must strive desperately to put his product on the 
market as cheaply as his rivals, and there is a persistent tendency in 
man” industries for each to try to undersell the others in order to 
increase sales and to reap the economies of large-scale production. 
Other things being equal, that business man will be able to produce 
most cheaply, to make the largest profits, to expand most rapidly, 
and, if need be, to undersell his competitors, who obtains his pro- 
ducers’ goods on the most advantageous terms. A tremendous 
pressure is, therefore, exerted upon business men in competition 
with other business men to buy their producers’ goods at the lowest 
possible figure. 

Costs can be reduced by more effective methods of production 
as well as by buying producers’ goods more cheaply. But business 
men, in striving to reduce costs in order to meet competitive prices 
or to increase profits, tend to follow the line of least resistance. 
They try to cut costs by closer bargaining. Bargaining right and 
left constantly with all sorts of people, they find that concessions 
in prices can be wrung more readily from the helpless and ignorant 
than from the strong and crafty. Raw materials and machinery 
they buy in the main from other business men as shrewd as them- 
selves. Land and buildings they buy or rent from grasping, wide- 
awake, and strategically located landlords. Loans they obtain 
from bankers and others who drive a hard bargain. But the labor 
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of men, women, and children they buy from those who perform it, 
except as these persons are organized into unions and elect represent- 
atives to bargainfor them. Here they often find a degree of helpless- 
ness and ignorance that permits them to drive a hard bargain. Here 
they find the weakest point in the wall of high costs that bars them 
from the delights of profits awaiting those who can break through. 
Here they concentrate their forces of argument, intimidation, hard- 
luck stories, persuasion, until the wall cracks and wages come 
tumbling down. 

There are business men who would hesitate to drive hard bar- 
gains with the helpless and ignorant in order to gain profits for 
themselves. But labor costs are such a large part of total costs that 
no employer can long remain in business who pays more for labor 
than his competitors, unless he is more efficient or obtains more effi- 
cient workers. A strong tendency exists, therefore, for the most 
brutal and selfish employers in any industry to set the pace, not 
only for the wages paid, but for other conditions of employment 
which affect total costs of production, including hours of labor and 
conditions relating to the health and safety of the workers. How 
the terrific pressure of competition tends to lower the wage level 
and otherwise to produce unfavorable conditions of employment has 
already been discussed in the preceding chapter. In that chapter, 
too, has been discussed how workmen have tried to improve their 
conditions of employment — and to some extent have succeeded — 
through organization into unions and by collective bargaining. In 
that chapter it was noted, however, that labor organization suc- 
ceeds best among the highly skilled workers and tends to leave the 
unskilled workers and the women and children in industry — the 
peculiarly helpless classes of workers — at the mercy of the com- 
peting employers. Organization of the stronger groups narrows 
the pressure of competition and makes it bear down the more 
sharply on the unorganized and weaker groups. For these unorgan- 
ized workers the more fortunate trade-unionists are sorry, just as 
the fleeing travelers are sorry for the children they throw from the 
sled in order temporarily to stop the wolves, while they themselves 
speed on to safety. For these weak and unorganized workers some 
employers are sorry, too, as the wolves may be sorry for the children 
when they suck their blood and lick their bones. But business 
men cannot live without profits nor wolves without food. 
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From such unregulated competition serious evils grow. Unrea- 
sonably low wages — starvation wages — for such workers as are 
unable to bargain successfully with their employers often result. 
Women and children tend to be employed for work which they can 
do approximately as well as men because employers can bargain 
more effectively with them than with men. Hours of labor for 
unorganized men and for women and children become inordinately 
long and the ages at which children are employed shockingly low. 
Precautions against accidents and occupational diseases are reduced 
to a minimum or are absolutely lacking because such precautions 
increase cost of production and put the employers that take them 
at a disadvantage in unregulated competition. Accidents and 
disease kill or disable hundreds of thousands of workers annually. 
Industry becomes even more bloody than war. The killing and 
maiming being persistent throughout the working population year 
after year, the toll in life and blood mounts higher than the toll on 
the battle-fields, where the action, although sharp and spectacular, 
is confined to a relatively small number of combatants and is soon 
over. 

2. The evil of child labor. When the law permits it, children are 
employed in industry in great numbers, for long hours, and at low 
wages. They are employed not merely for short periods, as during 
school vacations, but continuously as business conditions warrant — 
possibly throughout the year, possibly only during certain seasons, 
as in some agricultural occupations. They are taken from the 
schoolroom and from the playground at an early age and driven 
into fields and factories. Deprived of systematic education and 
compelled to labor for long hours at work for which their strength 
and years do not fit them, these victims of unregulated competition 
reach maturity physically warped and weakened, mentally dwarfed, 
and possibly morally perverted. Not only do they remain illiterate, 
but often they do not even learn a useful trade, but must pass their 
whole lives in blind-alley occupations, competing with children of 
the next generation for their bread. Exposed to the dangers of 
accidents from unguarded machinery, open elevator shafts, and the 
like, these children, more careless even than adult workingmen, are 
likely to suffer death or injury, or they may fall victims to occupa- 
tional diseases caused by poisonous fumes or irritating dusts. Thus 
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their lives may be ended tragically before being fairly begun, or old 
age may creep upon them in early youth. 

The extremes to which employers of child labor will go in the ab- 
sence of legislation is well illustrated by conditions in England after 
the Industrial Revolution was well under way and before labor legis- 
lation curbed the right of English manufacturers to run their busi- 
ness as they pleased. Children were roused from sleep as early as 
three o’clock in the morning and forced to labor in factories, under 
the compulsion of blows, if need be, until long after dark. The con- 
ditions of orphans and pauper children were particularly pathetic 
— these being bound out to manufacturers as apprentices, herded 
together in crowded quarters, and driven to work, practically like 
slaves, but with even less precaution for their health and safety, the 
death of a pauper apprentice representing little or no financial loss. 
The conditions of the children of the poor, however, were little 
better than those of the paupers, since the low wages of their 
parents often meant such grinding poverty that factory labor for 
the children was merely an alternative to slow starvation. 

Obviously, widespread child labor of this sort cannot be defended 
even on the ground that it is necessary for the industrial survival 
of the nation that practices it. A nation that brings up its children 
as illiterate and physically incapacitated slaves will in the long run 
fare worse in world competition than one that lives by adult labor. 
Temporarily child labor yields an advantage in dollars and cents, 
but a nation that can survive only by paying such a price is not 
worth saving even temporarily. Child labor on a less extensive 
scale, and affecting only a small per cent of the nation’s children, 
cannot, of course, be attacked as a menace to the country’s welfare. 
But it is just as brutal, just as shameful, and, for its particular vie- 
tims, just as calamitous, as child labor on a vaster scale. To the 
nation that permits it, it is even more disgraceful, since the very 
fact that it exists on only a small scale indicates that it is unneces- 
sary and could be dispensed with at a cost in dollars and cents that 
would perhaps not equal the bill for chewing gum or tobacco. 

It should not be inferred from the foregoing discussion that all 
labor by children is to be considered an evil. On the contrary, it is 
probable that no labor at all for children is an evil almost as great 
as unregulated and excessive labor. Most children at least would 
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doubtless be better off if required to submit to the discipline of a 
moderate amount of physical labor at an early age, something like 
the farm boy’s chores, and gradually broken into more continuous 
productive labor during their school vacations as they grow up — 
but labor in all cases fitted to their strength and years. It is just 
as true that Satan finds mischief for idle hands to do as that all 
work and no play makes Jack a dull boy. 

3. The evils of long hours and low wages. The evil of long hours 
of labor for children has already been noted. But unreasonably 
long hours of labor for men and women must also be condemned. 
Certain employments of men — such as underground mining — 
are destructive to health if the hours of labor exceed eight hours a 
day. And in all industries there is a limit in hours of labor even for 
the strongest men beyond which the fatigue induced by labor accu- 
mulates, the hours of rest and sleep being insufficient to restore the 
workers from one day to the next. Excessive hours gradually under- 
mine their health and the workers become prematurely aged, and 
are likely to be scrapped by the employer years before their natural 
working lives should have ended under normal conditions. More- 
over, the workers, poisoned and weakened with fatigue, offer small 
resistance to disease and die years before their time. Furthermore, 
excessive hours of labor, such as represented, for instance, by the 
twelve-hour day and the seven-day week, leave the workers so little 
leisure that there is scant time for intellectual pursuits of any sort 
— not even time to read the daily paper. - They spend so much time 
in making a living that they have no time in which to live. A 
twelve, fourteen, or sixteen-hour day manual worker is not a man 
anda citizen. Heis an animated machine, by means of whose labor 
more fortunate persons enjoy life. 

The twelve, fourteen, or sixteen-hour day is even worse for women 
than for men, since women are physically less capable of standing 
prolonged exertion than men. Moreover, the effects on women of 
unreasonably long hours of work make themselves felt on the suc- 
ceeding generations. Overworked women are more likely to suffer 
nervous breakdowns than men, and fagged-out, neurasthenic wo- 
men are unlikely to become mothers of strong, healthy, normal 
children. Their children are often handicapped in life from their 
very start. 
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The evil effects of wages too low to maintain a decent standard of 
living have been discussed in the preceding chapter in connection 
with labor organization, as has the tendency of low wages to cause 
the degeneration of the workers, thus setting in motion a vicious 
circle making the workers worth less than before and more helpless 
to resist further wage cuts, which the employers are likely to resort 
to when the inefficiency of the workers reduces their output. Long 
hours and low wages may thus so reduce the efficiency of the workers 
that longer hours and lower wages seem to the competing employers 
to be necessary to keep costs of production below market price. 
Naturally, if any considerable proportion of the working class fall 
victims to this vicious circle, the result is calamitous, not only to 
themselves, but to the nation of which they form a part. Even the 
employers in the long run are more likely to be impoverished than 
to be enriched by such degradation of the workers. 

4. Industrial accidents and occupational disease. According to 
statistics compiled by the Prudential Life Insurance Company the 
number of fatal industrial accidents in the United States in 1913 
was 25,000, and in 1919, 23,000; the number of injuries involving 
disability of more than four weeks was 700,000 in 1913, and 575,000 
in 1919. To a certain extent alert workers can guard themselves 
against death and injury from industrial accidents, since these are 
often caused by sufficiently obvious dangers, such as unguarded cog 
wheels, flying belts, overhead cranes, and the like. But often acci- 
dents befall the workers which no degree of caution on the part of 
the victims can prevent. That a large proportion of industrial 
accidents are preventable by systematic measures in the interest of 
safety has been demonstrated in recent years by various industrial 
concerns which have made a systematic attempt to prevent them. 
The United States Steel Corporation alone has in the last few years 
saved tens of thousands of its employees from death and injury who 
under conditions formerly prevailing in its plants would, in the 
course of the day’s work, have been sacrificed on the altar of cheap 
and careless production. 

While the causes of accidents are often obvious and can be 
avoided by the workers, conditions that bring on occupational dis- 
eases are likely to pass unnoticed by the workers until health has 
been seriously impaired or untimely death has become inevitable. 
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Disease-producing conditions include poisonous gases, irritating 
dusts, acids, bacteria, compressed air, improper lighting, and ex- 
tremes of humidity, none of which may be recognized as dangerous 
by the victim until irreparable harm has been done. When millions 
of workers are employed in industry and no systematic measures 
taken to prevent occupational diseases, the victims number many 
thousands each year. And what is of particular moment is this — 
it is cheaper under unregulated competition for the employers to let 
the workers suffer industrial accidents and die from occupational 
diseases than it is to prevent these results. It might be thought 
that the contrary would be true — that those employers who per- 
mitted dangerous conditions to prevail in their plants would have 
to pay higher wages in order to induce workmen to accept the risk 
involved. But experience has taught that workers underestimate 
the risk involved, or ignore it, or accept it as inevitable. Unless 
the Government enforces minimum standards of safety and health 
upon all employers, the more humane business men must provide 
for the health and safety of their employees at their own expense 
and thus weaken themselves in the competitive struggle with their 
thicker-skinned competitors. 

5. Inadequate compensation to the victims of industrial accidents 
and their dependents. It is bad enough through lack of proper leg- 
islation to kill and injure needlessly hundreds of thousands of work- 
ers in the course of their employment. It makes a bad matter 
worse to deny to the victims decent compensation for their injuries, 
whether preventable or not. In the absence of suitable labor legis- 
lation not only are workmen needlessly killed, but the widowed 
mothers of small children are left to live as they can. Thus society 
may be said not only to rob the children of their father, but after- 
ward to starve and otherwise maltreat them into the bargain. But 
the workman who is killed outright may be considered fortunate 
as compared with the victim who is disabled for life and is left to 
drag out a hopeless existence as a burden on his handicapped wife 
and children. 

It is true that in the absence of labor legislation not all victims of 
industrial accidents went without compensation. Under the com- 
mon law (in the United States and England) employers were liable 
for injuries suffered by their employees in the course of their em- 
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ployment. But damages could be obtained only through a suc- 
cessful lawsuit, and comparatively few workers could expect to win 
a lawsuit against a powerful and resourceful employer. Most ac- 
cidents resulting in death or injury remained uncompensated or 
were paid for at ridiculously low rates, and when damages were ac- 
tually awarded, the greater part of the sum collected was likely to 
be expended in the costs of bringing and prosecuting the suit. 

Just as automobile drivers at present commonly insure against 
accidents, so employers liable for damages under the common law 
insured with casualty insurance companies. These insurance com- 
panies through their great financial power were able to maintain 
staffs of expert lawyers to defeat workers’ claims for damages. The 
employer had three defenses in three principles of the common law, 
referred to as the fellow servant rule, the rule of contributory negli- 
gence, and the principle of the assumption of risk. According to 
these three principles the employer could not be held responsible 
for accidents to employees caused by acts of their fellow employees 
or by their own contributory negligence, and at any rate the em- 
ployees were assumed to have accepted all the customary hazards 
of their occupation when they accepted employment. Behind these 
three defenses the shrewd lawyer of the defendant could ordinarily 
win his case against the mediocre lawyer such as the worker could 
afford to employ. 

6. Early opposition to labor legislation. Such being the evils of 
unregulated industrial competition in the absence of labor legisla- 
tion, let us note to what extent and by what kind of laws these evils 
have been corrected. In this book we are interested primarily with 
conditions in the United States, but a brief consideration of the 
early history of labor legislation in England will serve as a useful 
introduction to the discussion. 

The various evils enumerated and discussed in the foregoing sec- 
tions of this chapter became glaring in England soon after the In- 
dustrial Revolution was well under way, and in other countries as 
the factory system spread from country to country. Whoever 
cares to read economic history can find trustworthy accounts of 
conditions of employment that in their brutal callousness to hu- 
man misery seem almost incredible. Misery enough — long hours 
of labor, poverty, disease — there had been before the Industrial 
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Revolution. But quite ironically the improvements in methods of 
production that tended enormously to increase the productivity of 
labor and to multiply goods available for human consumption, and 
that should have bettered the conditions of the workers, heaped 
new misery upon them. Driven from the land that they had cul- 
tivated in a small way under the domestic system and herded to- 
gether in cities, the workers became dependent for a living upon em- 
ployers whose terms they had to accept or starve, and many sank 
into a depth of misery and helplessness previously unknown. The 
contrast between the actual consequences to the workers and the re- 
sults that might have been expected from greater productivity of 
industry accompanying the Industrial Revolution attracted the 
attention of social reformers in England even as early as the latter 
part of the eighteenth century, and with the opening of the nine- 
teenth century brought a demand for labor legislation that could not 
be resisted. 

One who is inclined to sympathize with human suffering and to do 
what he can to mitigate it might wonder why labor legislation, such 
as was early enacted in England and in other countries, should be re- 
sisted by any one. It was, however, resisted by two classes of op- 
ponents. Employers opposed it because it interfered with their 
rights to run their business as they pleased, which they held to be 
God-given, and because it threatened to reduce their profits. Cer- 
tain economists and political scientists opposed it because it ran 
contrary to their pet doctrine of laissez-fazre, a doctrine which will 
be discussed more fully in a later chapter, but which may here be 
described summarily by the statement that that government gov- 
erns best which governs least. This theory of government, receiv- 
ing strong support from, and in fact being largely based upon, Adam 
Smith’s Wealth of Nations (published, 1776), was the dominant 
political theory in England in the latter part of the eighteenth and 
the early part of the nineteenth century, and it was also in the as- 
cendancy at this time or a little later in other leading industrial 
countries. It held that government exists primarily to maintain 
law and order within a country and to protect the country from 
external aggression, and should confine itself as nearly as possible 
to performing these essential functions of government. Any de- 
parture by government from these narrow bounds, except for the 
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construction and maintenance ‘of certain necessary public works, 
was viewed with apprehension as a menace to liberty and national 
prosperity. 

That children were driven to work like slaves, that men and wo- 
men worked such long hours that loss of sleep and recreation ruined 
their health and shortened their days, that wages sometimes fell be- 
low the level of decent subsistence, that thousands of workers were 
killed and injured annually, were evils the laissez-faire doctrinaires 
doubtless admitted, but that such conditions ought or could be cor- 
rected by government action they denied. Government regulation, 
they held, would only make matters worse. So they joined forces 
with business men and landlords selfishly opposed to any improve- 
ments in the condition of the laboring classes and fought labor legis- 
lation tooth and nail. Against this combination progress in labor 
legislation was difficult, and a full century was required to place on 
the statute books of England a fairly adequate set of laws regulating 
conditions of employment and preventing or mitigating the evils 
that naturally develop under conditions of unfettered competition. 
Not only did the governing classes of England and other countries 
oppose legislation designed to improve conditions of employment, 
but they opposed also as a menace to public welfare the labor organ- 
izations by means of which the workers themselves tried to improve 
working conditions. Laws were passed making labor unions unlaw- 
ful, and it was not until 1875 that all laws against labor organization 
were repealed in England. Even to-day, in the United States, cer- 
tain activities of labor organizations which seem to the unionists to 
be necessary to attain their ends, and which appear to many other 
persons at least as legitimate as similar activities permitted to em- 
ployers, are sometimes declared unlawful by the courts. It may be 
said, however, that these cases usually involve acts of violence or 
intimidation, or at least threaten to lead to personal violence and 
destruction of property. These unlawful acts include such things as 
threats of personal injury to or actual attacks on men who refuse to_ 
join the union, or on men who without joining the union accept 
employment with employers whose union men have gone out on 
strike, and the like. 

7. Development of labor legislation in England. ‘The first Fac- 
tory Act in England, that of 1802, is interesting to-day because of 
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the labor conditions it was found necessary to correct by law. This 
act applied to pauper children employed in cotton mills. The Eng- 
lish parishes in order to reduce taxes had adopted the policy of bind- 
ing out the pauper children as apprentices in cotton factories, where 
they were employed during their years of apprenticeship practi- 
cally as slaves, under debasing and health-destroying conditions. 
The law of 1802 prohibited among other things the binding out for 
factory labor of children under nine years of age and restricted the 
hours of labor of children to twelve a day. Children had in fact 
been employed in factories at the age of seven or earlier and for more 
than twelve hours a day, and not only pauper children taken from 
the poorhouses, but other children of the working class. 

By 1847 public sentiment had been so rallied to the support of 
factory legislation that the Ten Hours Bill became a law. Under 
this act the maximum working hours for all women and young per- 
sons in the textile industries became fifty-eight hours a week. Full 
details of English laws cannot be included here. It must suffice to 
note that later laws further restricted child labor, hours of labor, and 
night work; regulated factory conditions in the interest of health and 
safety; provided compensation for workers injured in the course of 
employment; provided for old-age pensions and sickness and inval- 
idity insurance; and finally, provided insurance against unemploy- 
ment for workers willing and able to work. All the important indus- 
trial countries of the continent of Europe have enacted a great va- 
riety of labor laws, on the whole covering much the same ground as 
the English laws, but differing in details. Some of the continental 
countries, notably Germany, took measures more promptly than 
England to correct the evils growing out of the Industrial Revolu- 
tion. 

8. Why effective labor legislation has come late in the United 
States. The United States has followed the examples of European 
countries in enacting labor legislation tardily and with halting foot- 
steps, for two main reasons. In the first place, the evils did not 
early become so glaring here asin Europe. Our country until quite 
recently has been primarily an agricultural country, and a small pro- 
portion of our working class has been subjected to factory condi- 
tions. Moreover, laborers who became dissatisfied with factory 
conditions could readily escape to the farms, when land was free or 
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could be bought at a nominal price. Manufacturers had to offer 
at least decent conditions of employment and fair wages to retain 
their workers. Wages being higher in this country than in older, 
more thickly populated countries, saving was easier. Workmen, if 
they desired, could provide for old age, and, having something laid 
by for a rainy day, were not so quickly reduced to poverty in case 
of accident or sickness. If a poor man was unable to find factory 
employment there was always the possibility of making a living on 
the land, provided the man had the comparatively small sum of 
money required to buy a tract of land, a horse or mule or two, a 
plow, and a few other cheap farming implements, and to build a 
one or two-room shack. If he did not have even this much money, 
there was the further possibility of renting land and farming on 
shares, or the opportunity of finding work as a “hired hand” on a 
farm. 

In the second place, labor legislation, even when its need has been 
strongly felt, has been hard to secure and to enforce in the United 
States by reason of our peculiar form of government, the nature of 
our Constitution, and the strong hold of the laissez-faire theory of 
government upon our judges. A labor law to become effective in 
the United States, whether it be state or federal, must be passed by 
the two branches of our legislative bodies — house and senate — 
approved by the executive, and interpreted favorably by our courts 
as not violating any clause of state or federal Constitution. Our 
federal Constitution and our early state Constitutions were drawn 
up during a period when the people looked upon governments as a 
necessary evil, and our Constitutions therefore circumscribed the 
power of our federal and state Governments rather narrowly. This 
is particularly true of the federal Constitution. 

Under the Constitution the power of Congress to legislate on any 
subject does not extend beyond the powers expressly delegated to 
it, and there is no express delegation of the power to legislate on 
labor conditions. Such federal legislation as we have had has been 
based on the power of Congress to regulate interstate commerce and 
to tax. Unless a federal labor law can be interpreted as falling 
within the scope of these two powers, it will be declared unconstitu- 
tional by the courts. Moreover, the Fifth Amendment to the 
Constitution states that no persons shall ‘‘be deprived of life, liberty, 
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or property without due process of law’; so that a labor law that 
might otherwise be interpreted as embraced by the power to regu- 
late commerce or the power to tax may be declared unconstitu- 
tional as depriving persons of life, liberty, or property without due 
process of law. 

Certain provisions of the federal Constitution also limit the 
power of States to legislate on various matters; in particular, the 
Fourteenth Amendment provides that no State shall “deprive any 
person of life, liberty, or property without due process of law, nor 
deny to any person within its jurisdiction the equal protection of its 
laws.’ The power of state legislatures is further limited by clauses 
in state constitutions, so that state labor laws must be carefully 
drafted if they are to stand the test of constitutionality when sub- 
jected to the scrutiny of the courts. The indefinite police powers 
of the several States afford, however, a broad basis for labor legis- 
lation upon which state legislatures may enact any law in the in- 
terest of public health and safety, morals, or welfare. On account 
of the broader legal basis for state labor legislation than for national 
labor legislation, most of the labor laws in the United States are 
state laws. State labor laws include laws restricting child labor, 
laws limiting hours of labor for men, women, and children, regula- 
tion in respect to the health and safety of the workers, workmen’s 
compensation laws, minimum wage laws, and laws providing for 
arbitration of labor disputes and for public employment bureaus. 

9. Child labor laws in the United States. The nature of state 
laws on child labor is concisely summarized by E. 8. Furniss, as 
follows:* 


Practically every State has some laws in regard to the work of children. 
Forty-six of them fix the minimum age for factory work at 14 years or 
higher, while only one has no minimum. Thirty States limit the working- 
day for children under 16 to 8 hours, while 17 States permit 9, 10, or 11 
hours a day, and one has no limit. Thirty-eight States prohibit night work 
for children under 16; 5 more allow certain exemptions, while 4 have no 
prohibition at all. Twenty-six States prohibit children from working in 
mines and quarries, 7 more from mines only, while 15 States permit them to 
work in both mines and quarries. Only 10 States have state-wide laws 
applying to the street trades. Eighteen States have no definite educational 
requirement for children leaving school to go to work, and only 12 require 
the completion of the eighth grade. There is practically no legislation re- 

1 Furniss, Labor Problems, p. 189. 
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garding work in agriculture or domestic service. School attendance laws 
are often a dead letter in the rural sections, and street trade laws are almost 
impossible to enforce. 


These state laws are so lax in their provisions and so poorly en- 
forced that in 1910 approximately 2,000,000 children between the 
ages of ten and fifteen were employed in remunerative occupations in 
the United States. In 1920, the census showed only a little more 
than 1,000,000 child workers of those ages, but this number was 
abnormally low because the Federal Child Labor Tax Law, to be 
noted below, was then in force, and because the census was taken in 
January and therefore failed to include many children that in other 
months would have been engaged in agricultural labor. It should 
be noted that a majority of child workers in this country are en- 
gaged in agricultural labor, 647,000 in 1920 having been employed 
in agriculture as against 185,000 in manufacture, 80,000 in clerical 
occupations, and 63,000 in trade. 

One great difficulty with state child labor laws, as with any other 
labor laws that raise the standard of conditions of employment, is 
that those States which set up the highest standards and enforce 
their laws the most rigorously hamper their business men in inter- 
state competition for trade. In most industries in the United States 
competition has become nation-wide on account of our cheap and 
efficient means of transportation. Anything, therefore, which 
increases costs of production of producers in one State while leaving 
costs the same in other States puts the producers in that State at a 
disadvantage. In the long run the State that maintains and en- 
forces good child labor laws may be expected to reap the bene- 
fits of a better class of citizens and more efficient workers, but busi- 
ness men are often more directly interested in present costs and 
present competition than in long-run results. 

Give a cotton spinner in one State a plentiful supply of children 
from eight years up in age, and the right to work them twelve hours 
or more a day, and his costs will be materially lower than those of a 
spinner in another State who can employ no children under the age 
of fourteen, and can employ children between the ages of fourteen 
and eighteen only eight hours a day. Handicap the second spinner 
further with other restrictive laws not enforced against his com- 
petitor, such as laws regulating hours of labor for women, conditions 
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of health and safety, workmen’s compensation, and the like, and 
unless he is a more able manager than his competitor in the “law- 
less”? State, he is likely to fail in interstate competition. States 
which are backward in restricting child labor may refuse to adopt 
restrictive laws for the very reason that they desire to retain the 
advantage that accrues to their manufacturers from the absence of 
child labor laws. They deliberately prefer financially attractive to 
socially desirable conditions. 

It follows that social reformers, intent upon bringing an end to 
what they consider shameful conditions, urge federal legislation 
which will apply to the backward States willy-nilly. Asa result of 
their activities two federal laws have been enacted designed to re- 
strict child labor throughout the nation, but neither has stood the 
test of constitutionality. The first, passed by Congress in 1916, was 
based upon the power of Congress to regulate interstate commerce, 
and debarred from interstate commerce goods produced in factories 
which employed children under fourteen years of age, or which em- 
ployed children between fourteen and sixteen years of age more than 
eight hours a day, or at night. This law having been declared un- 
constitutional by the United States Supreme Court, Congress in 
1919 attempted to prohibit child labor under the taxing power by 
levying a tax of ten per cent on the income of any manufacturer who 
employed child labor under the conditions forbidden in the Act of 
1916. When this law in turn was declared unconstitutional by the 
Supreme Court, the advocates of federal child labor laws began a 
campaign for a proposed Twentieth Amendment to the Constitu- 
tion giving Congress the power to ‘‘limit, regulate, and prohibit the 
labor of persons under eighteen years of age.’”’ This Amendment was 
vigorously, and one might add viciously, attacked by opponents of 
federal legislation on two main grounds: first, that it represented a 
dangerous encroachment by the Federal Government upon States’ 
rights; and, second, and somewhat hysterically, that it was a bol- 
shevistic measure designed to act as an entering wedge to deprive 
parents of control over their children and to make children the 
wards of a federal bureaucracy. The fact that the upper age limit 
of the measure was eighteen years rather than sixteen years made 
the opposition to it all the stronger. This Amendment has failed 
to secure the ratification of the requisite number of States, so that 
as yet we have no federal regulation of child labor. 
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The point of view of those who oppose a federal child labor law 
as a dangerous extension of federal power and an encroachment 
upon the rights of States can be appreciated. But one must also 
consider this point: Shall a few backward States, which insist upon 
living on the product of child labor, deny to the majority of the 
States, which are opposed to child labor, the right to limit, regulate, 
and prohibit the labor of children? Are the rights of States which 
refuse to legislate in the interest of their children more sacred than 
the rights of States that are more progressive and humanitarian in 
spirit? Are not the friends of States’ rights in a case like this em- 
bracing the shadow and rejecting the substance of States’ rights? 
It seems to the writer that unless all the States can in the near future 
be shamed into desisting from the exploitation of child labor, it will 
be highly desirable to press the matter of federal regulation. 

to. Hours of labor. Thirty States limit the working day for 
children under sixteen to eight hours, seventeen permit nine, ten, 
or eleven hours, and one has no limit.1. These laws are, however, 
not all strictly enforced. Nearly all our States place some limita- 
tions upon the working hours of women, but here again there is lack 
of uniformity, some States limiting hours of labor to eight per day, 
and others placing the maximum at twelve. Fewer States limit 
hours of labor for men, it being generally held that men are able to 
stand prolonged exertion better than women and children. -But 
some States have limited hours of labor for men in certain selected 
occupations which are considered unusually dangerous to health 
and safety. An eight-hour workday has, for instance, been provided 
for men in underground work in mines in a number of States, more 
than eight hours of work in such occupations being held to be detri- 
mental to health. The Federal Government has limited the hours 
of labor of men engaged in operating trains, such as engineers, fire- 
men, and conductors, and of those directing train movements, such 
as train dispatchers and telegraphers. This regulation is justified 
not only in the interest of the health and safety of the workers con- 
cerned, but also in the interest of the safety of railroad passengers 
whose lives are endangered when railway workers are overcome with 
fatigue and make mistakes. 

Laws regulating hours of labor for men and women have at va- 

1 Furniss, Labor Problems, p. 189. 
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rious times been attacked and declared unconstitutional on the 
grounds that they deprive persons of property without due process 
of law, abrogate freedom of contract, or deny to citizens the equal 
protection of the laws. When upheld by the courts state laws limit- 
ing hours of labor for adults have been supported by the police 
power — as justified in the interest of public health, morals, and 
safety. Hours of labor of railway workers naturally come within 
the power of the National Government to regulate interstate com- 
merce. 

Laws which limit the hours of labor of men and women in some 
States, but not in others, tend to handicap the business men in the 
former States, just as do child labor laws under similar circum- 
stances. Similar considerations apply to all other kinds of labor 
legislation — laws which are considered desirable by the majority 
of the people in any given State may be defeated through the fear 
of hurting business so long as similar laws are not enforced in other 
States. There is here a strong argument in favor of uniformity of 
labor laws in the various States, and in the absence of certain mini- 
mum standards of labor conditions in backward States, an argu- 
ment for federal regulation in those States which refuse to regulate 
themselves in accordance with commonly accepted standards of 
humanity. 

11. Laws in the interest of safety and health. Massachusetts in 
1877 passed the first American law requiring safeguards in facto- 
ries. This early law provided for the guarding of belting, shafting, 
and gearing, prohibited the cleaning of moving machinery, required 
elevators and hoistways to be protected, and called for sufficient 
means of egress in case of fire.! Similar provisions have since been 
incorporated in the laws of practically ‘all our States, and in some 
cases elaborated in great detail. But not all States enforce these 
laws rigorously, and it is still a common news item to read of men 
being torn to pieces or crushed to death by unguarded machinery, 
or of women and girls being burned to death in factories having in- 
adequate fire escapes. Work in mines is even more dangerous than 
in factories if there are no adequate safeguards. In coal mines par- 
ticularly workers are still being killed by the dozens and scores, or 
even by hundreds, in single coal-dust explosions, which are readily 
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preventable by the process called “ rock-dusting.’’ Less spectacu- 
lar is the regular recurrence of accidents resulting in the death or 
serious injury of individual miners. In the local papers in a coal- 
mining region one can read almost daily of a miner’s being crushed to 
death by a fall of slate or rock, or being caught between a mine car 
and a ledge of rock, or the like. These accidents are often the re- 
sult of lax enforcement of safety regulations. 

Unless the various States succeed in bringing about some degree 
of uniformity in their laws in the interest of health and safety and in 
enforcing these laws with a reasonable degree of care, federal regu- 
Jation should be resorted to. The Federal Government has already 
legislated in the interest of health and safety in some industries. 
Railroads are compelled by federal law to use automatic couplers on 
their cars, and to use in locomotives ashpans which can be emptied 
and cleaned without the necessity of an employee crawling under 
the locomotive. These laws have saved great numbers of railway 
employees from death or serious injury. The Federal Government 
brought an end to the manufacture of poisonous phosphorus matches 
by levying a special tax upon them that made their production un- 
profitable, and thus saved many match workers from falling victims 
to the terrible disease known as “‘phossy jaw.” Such federal legis- 
lation, of course, is open to the charge of encroaching upon States’ 
rights, but the question may be raised: Do the States have the right 
to slaughter needlessly hundreds or thousands of American citizens 
merely through negligence or through the desire to gain financial 
advantages in competitive enterprise? 

12. Workmen’s compensation laws. There are bound to be many 
accidents resulting in death or serious injury to workers even when 
adequate laws in the interest of safety are rigorously enforced, and 
the victims of these accidents should be compensated. Under the 
common law, as has been explained, workers or their dependents 
could sue employers for damages, but had small chance of winning 
their case. Compensation under such circumstances was uncer- 
tain, generally inadequate, and often long deferred. In the interest 
of simple justice, then, it is desirable to provide by law for adequate 
compersation for victims of industrial accidents to be paid with cer- 
tainty and dispatch. This is desirable whatever be the nature of 
the laws relating to safety and health. 
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In the early years of the present century economists and sociol- 
ogists pointed out so convincingly the desirability of workmen’s 
compensation laws modeled after those in force in various European 
countries, including England and Germany, that our States enacted 
workmen’s compensation laws — one might say, almost in a body, 
forty-five States and Territories putting into effect such laws in the 
period from 1909 to 1922. The Federal Government also enacted a 
law providing compensation for workers under its jurisdiction. 
These laws have been upheld by the courts as not being contrary to 
the federal and state Constitutions. 

Under the various state workmen’s compensation laws a worker 
seriously injured in the course of his employment receives compen- 
sation as a matter of course, and without the formality of a suit, in 
accordance with the severity of his injury. If incapacitated for 
life by the injury, he draws a pension sufficient to maintain himself 
decently, if not in comfort, and if he is killed, his widow or children 
receive substantial compensation. These laws do not, of course, in 
most cases fully compensate the victims for even the financial losses 
they suffer from the injury, but they do save the workers a tremen- 
dous amount of hardship and take at least a part of the burden of 
industrial accidents from the shoulders of those least able to bear it 
and place it squarely where it belongs — upon the industry con- 
cerned and the public. 

When wisely drawn and applied, workmen’s compensation laws 
not only provide compensation for injuries but tend to reduce the 
number of accidents by making them costly to the employer. Em- 
ployers must either maintain a fund of their own out of which to 
pay compensation or insure in a mutual insurance association of 
employers, a commercial insurance company, or a state insurance 
fund. When employers insure instead of bearing their own risk, the 
rates they must pay depend upon their past record in respect to 
accidents — the employer having a high accident rate having a high 
insurance rate. It pays, therefore, to reduce accidents to a mini- 
mum. ‘This is one reason why industrial accidents have tended to 
grow less in the United States in recent years, despite the fact that 
the total number of persons employed in dangerous occupations has 
increased. It is an interesting commentary upon business condi- 
tions that men will take precautions to save dollars that they will 
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not take to save lives. Yet, as has been pointed out, this is a nat- 
ural result of business competition. 

13. Minimum wage laws. Minimum wage laws represent an 
effort on the part of governments to prevent competition among em- 
ployers from forcing wages below a certain level — below the level 
of decent subsistence, or possibly below the level that will permit 
the worker concerned to live in comfort. Minimum wage laws have 
been most widely applied in Australia and New Zealand, being there 
made applicable to men as well as to women and children, and re- 
presenting something more than a mere attempt to keep wages above 
the level of decent subsistence. They have also been tried out on a 
lesser scale in England, France, the United States, and other coun- 
tries. In our own country they have applied only to the wages of 
women and children, and the minimum has been set low, yet some- 
what higher than the workers concerned customarily would receive 
in the absence of legislation. The aim seems to have been to level 
wages upward to the amount that the more generous employers in 
the industry paid the given class of workers, rather than to raise 
the level for the industry as a whole. 

Whether or not wages can be raised by law above the competitive 
level involves the same sort of reasoning that applies in considering 
the possibility of raising wages by labor organizations. Obviously 
some increase in wages for certain classes of workers can readily be 
secured. Some employers may be paying certain workers weak in 
bargaining power, such as women and children, less than they could 
afford to pay them rather than go without their services. If the law 
fixes a minimum above the amount they are paying, but below the 
amount that represents the most they can afford to pay rather than 
discharge their workers, they retain their employees and pay the 
legal minimum. Again, the wages of all workers of a certain class 
may have been forced very low through competition among pro- 
ducers in the sale of the product of those workers — the hardest 
bargainers among the employers taking the initiative in forcing 
down wages and cutting prices and forcing other employers to follow 
suit. A minimum wage law in such cases compels all employers to 
raise wages, and all can afford to do so if they can pass the increase 
on to the public in the form of higher prices for their product. This 
they may be able to do if the wages of the workers concerned repre- 
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sent a relatively small part of total costs, or if the demand for their 
product is inelastic, so that an increase in price will not markedly re- 
duce total sales. There is also a possibility that higher wages paid 
to workers suffering from malnutrition for lack of a living wage 
may so increase their efficiency as to make them worth more to em- 
ployers, so that the higher wage may not increase labor cost per 
unit of output. The burden of the increase in wages may, then, be 
borne by employers, or by the public in the form of higher prices, 
or it may be absorbed through the greater efficiency of the workers 
benefited. 

But just as there are limits above which wages cannot be forced 
by labor organizations, so there are limits beyond which they 
cannot be raised by law. If wages of any group of workers are fixed 
so high by law that some employers prefer going without their serv- 
ices to paying the minimum wage, some of the group will be thrown 
out of work and will be worse off than before. It may, for instance, 
be possible to compel department stores to raise the wages of girl 
clerks from $5 to $7 a week, either because they have been making 
large profits from the $5 clerks, or because the enforcement of the 
higher minimum upon all competitors permits the stores to charge 
somewhat higher prices, or because the girls when raised to $7 do 
better work. Beyond a certain point, however, the stores cannot go 
and retain all their clerks, whether it be $8, $9, or $10, or some higher 
figure, because above a certain level of wages efficiency will not in- 
crease, above a certain level of costs profits cannot be made, and 
above a certain level of prices the goods cannot be sold. 

It is even more difficult to raise wages by law for the whole work- 
ing class than to raise the wages of small selected groups. The rea- 
soning need not be elaborated here. The law can do little more, if 
any more, to raise wages, than can labor organizations, and will en- 
counter similar difficulties in a wage-raising program.! In short, 
increases in wages must come out of profits, interest, or rent, or be 
borne by the public in higher commodity prices, unless they can be 
made to pay for themselves by increased efficiency of the workers. 
But higher prices mean higher cost of living, and thus the increase 
must be paid for mainly by the workers themselves, who constitute 
the major part of the public. If the increase is great enough to 

1 See Ch. XXI. 
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absorb all profit, interest, and rent, prices remaining the same, it 
cannot raise the level of wages more than about fifty per cent. With 
wages representing the only share in the distribution of the product 
of industry, higher prices for the product could be paid only out of 
wages, since no other incomes would remain. Boosting money 
wages would, after that point were reached, not bring any increase 
in real wages. But for reasons already given elsewhere, it would be 
impossible to absorb profits, interest, and rent in the payroll, so 
that the maximum increase in wages for all workers by law would fall 
much short of fifty per cent. Any attempt to force wages up by 
law to a point that would absorb even a considerable part of profits, 
interest, and rent would so disorganize production under our 
present industrial organization as to do the workers more harm than 
good. Real wages would actually fall. 

It is possible that minimum wage laws rigorously enforced at a 
level slightly above the existing competitive level would increase 
productivity of industry by driving the poorest class of business men 
out of business and by increasing the efficiency of the workers. 
But there is no assurance that such would be the case. Workers 
assured of a mimimum wage by law might be more inclined to loaf 
on the job than at present, and be inclined also to rear large fam- 
ilies more recklessly than before, so that real wages would tend to 
fall in the end by reason of a decline in the per capita production of 
goods and a greater relative abundance of labor. 

We may conclude from the foregoing that minimum wage laws 
as an expedient for greatly improving the conditions of the wage- 
earners cannot be highly recommended. Except in certain selected 
cases they are likely to do more harm than good. If it ever seems 
necessary and desirable to divert into the payroll the incomes from 
profits, interest, and rent, it would seem preferable to adopt social- 
ism by the most direct means — confiscation by the state of all 
producers’ goods or means of production. That would at least be a 
more workable scheme than to try to operate private industry with- 
out its mainspring — profits. Under state socialism profits are 
not necessary to the successful operation of industry. On the sub- 
ject of socialism more will be said in our chapter on the Functions 
of Government. 

Turning now from the theory of minimum wage laws to their 
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practical application in the United States, we may note that thir- 
teen States and the District of Columbia had passed minimum 
wage laws by 1920 — these laws applying only to wages of women 
and children. These laws seemed to have become established as 
constitutional, after being tested in the courts, as being properly 
based on the police power of the States. But two decisions of the 
Supreme Court in 1923 and 1925 nullified the minimum wage laws 
respectively of the District of Columbia and of Arizona, in so far as 
their provisions applied to adult women. By implication these 
decisions nullify also all other minimum wage laws in the United 
States, and it appears from this that minimum wage legislation is 
practically to become nonexistent in this country, except through 
the process of a minimum wage amendment to the Constitution. 
This seems unfortunate, since in the limited and moderate way 
these laws were applied they appear to have been in the interest of 
public welfare. 

We have left, however, other practicable — and possibly better — 
methods of preventing the wages of women from sinking below de- 
cent levels. These include pressure of public opinion to shame 
employers into paying at least living wages to all employees, edu- 
cation and training for workers who are worth little to make them 
worth more, and organization of women into trade or industrial 
unions so that their bargaining power may be increased. 

14. Arbitration laws. When workers in various trades or indus- 
tries are organized into unions and employers in those industries 
are organized into employers’ associations, conditions of employ- 
ment may be settled for considerable periods of time through trade 
agreements, drawn up by the representatives of the employers’ 
association concerned and the representatives of the unions of the 
workers concerned; for example, the trade agreements in the coal- 
mining industry or the clothing industry in the United States, 
A union can, of course, make similar agreements with individual em- 
ployers who prefer acting for themselves to acting through an em- 
ployers’ association. Such agreements specify in detail wage rates, 
hours of labor, and other conditions of employment, and may pro- 
vide methods of settling disputes that arise over the interpretation 
of the various terms of the agreements. But there is always danger 
that the unions and the employers may be unable to agree on the 
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terms of their bargain, or may disagree in the interpretation of an 
agreement drawn up, and that the dispute between them will lead 
to a strike or a lockout. A strike is a concerted withdrawal from 
work by the employees; a lockout, a closing-down of his plant by 
an employer when his employees refuse to accept his terms. 

Since strikes and lockouts not only cause serious financial losses 
to the parties directly concerned, but often lead to riots and blood- 
shed and inconvenience to the public at large, many governments 
have enacted laws providing for conciliation, mediation, and arbi- 
tration in labor disputes. In the United States most of the States 
have established permanent boards of mediation or conciliation and 
arbitration. As the terms ‘‘conciliation” and ‘‘mediation” are 
commonly used, they are more or less interchangeable and imply the 
bringing together of the parties to the dispute by some outsider to 
patch up their differences. If the dispute is thus settled, the me- 
diation is considered successful. ‘‘Arbitration”’ implies that the 
parties to the dispute agree to abide by the decision of one or more 
outsiders who base their decision on the question in dispute upon 
whatever facts are presented by the disputants and whatever ad- 
ditional facts they can discover from other sources. Arbitration 
may be either voluntary or compulsory; that is to say, the dispu- 
tants may have the liberty either to agree to arbitration or to refuse 
to arbitrate, or they may be compelled by law to accept arbitration 
by a legally constituted board of arbitrators. Our state boards of 
mediation and arbitration have no compulsory powers. When 
they learn of a dispute they may offer their services as mediators 
or arbitrators. As such they can cut many disputes short, usually 
by effecting some sort of compromise, but they can by no means 
prevent strikes and lockouts from developing when both parties to 
the dispute take a firm stand in defense of their own interests. 

Since strikes and lockouts are bound to occur when arbitration is 
left to voluntary boards, whether private or public, many contend 
that compulsory state arbitration is greatly to be desired — state 
boards of arbitration to be given power to make and enforce awards 
in labor disputes similar to the power of courts to make and enforce 
decisions in disputes over property. Compulsory arbitration has 
been pretty thoroughly tried out in New Zealand and Australia, 
having been operating in the former country ever since 1894, and 
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almost as long in Australia. In New Zealand strikes and lockouts 
are illegal, and facts concerning labor disputes must be brought be- 
fore the court of arbitration, each award holds for three years, un- 
less superseded by a later award of the court, and violation of awards 
is punishable by fine. For ten or twelve years the law seemed to 
yield splendid results, and New Zealand became known as the land 
without strikes. But during this early period the natural trend of 
wages was upward because of the rapid progress of industrial de- 
velopment, and the decisions of the arbitration court were regularly 
in favor of the workers, giving them higher wages and shorter hours. 
This fact, together with the fact that the system of compulsory ar- 
bitration legally recognized the unions and to some extent the closed 
shop, made the workers well satisfied with the situation. Since 
1906, however, strikes have again appeared in the land, because the 
awards of the court, being less favorable to the workers, have left 
them discontented and have caused them to rebel against the un- 
favorable decisions. Compulsory arbitration has, therefore, not 
proved thoroughly satisfactory in New Zealand. In Australia the 
results have been similar. 

One aspect of compulsory arbitration that is often left out of ac- 
count by its advocates is that it leads to fixing wages by court de- 
crees. If wages are fixed too low, the workers will rebel against the 
system. If they are fixed too high, they may so encroach upon 
profits as seriously to hamper business development. Whether 
any court has the ability to strike the happy medium which gives 
the workers all that the industry can afford to pay and no more is 
a question that only the optimist on compulsory arbitration will 
answer in the affirmative. Since compulsory arbitration represents 
a method of fixing minimum or maximum wages through court 
decisions, it is not likely soon to be widely adopted. Outside of 
New Zealand and Australia, compulsory arbitration has made small 
headway. The only example of compulsory arbitration laws that 
we have had in the United States is the Kansas law of 1920 which 
provided a court of industrial relations, having power to fix wages, 
hours of labor and other working conditions in selected industries, 
and to prevent strikes and lockouts. Its awards were to be bind- 
ing under penalty of fines or imprisonment for violations. The 
compulsory arbitration features of this law were, however, declared 
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unconstitutional by the Supreme Court in 1925, and the court it- 
self was abolished by the state legislature. 

15. The Watson-Parker Bill for adjustment of railroad labor dis- 
putes. Railway labor disputes in the United States are of particu- 
lar importance because of the paralyzing effect of a railroad strike 
on American industry. But even in this industry we have not re- 
sorted to compulsory arbitration in the full significance of the term, 
although Congress has enacted several laws providing special gov- 
ernmental machinery for adjusting railway labor disputes with the 
purpose of preventing, if possible, disastrous railway strikes. The 
latest of these acts, the Watson-Parker Bill of 1926, supersedes the 
labor provisions of the Transportation Act of 1920, which set up the 
Railroad Labor Board. 

The Watson-Parker Bill does not provide for compulsory arbi- 
tration, but merely suggests to the railroads and their employees a 
number of methods by means of which they may settle their dis- 
putes. First, they are notified by this Act that it is their duty to 
settle in conference if possible all disputes over conditions of employ- 
ment. If this fails, they are to create boards of adjustment by 
agreement between any railroad or group of railroads or the rail- 
roads as a whole and their employees, the boards of adjustment to 
consist of an equal number of representatives of the railroads and 
of the employees respectively. Decisions of these adjustment 
boards on disputes submitted to them shall be binding on both 
parties. To take care of disputes not settled in conference between 
the parties directly concerned, or by boards of adjustment, the law 
establishes a federal Board of Mediation consisting of five members 
appointed by the President. This Board of Mediation may proffer 
its services, or parties to the dispute may call upon it for mediation. 
If mediation fails, the Board of Mediation may then endeavor to 
induce the parties to submit their dispute to arbitration before a 
board of arbitration chosen in any of several ways which need not be 
detailed here. If both parties agree to arbitrate, the award of the 
board is binding on both. If they refuse to arbitrate and the dis- 
pute is not settled in some other way and threatens seriously to in- 
terrupt transportation service, the President may create an Emer- 
gency Board to investigate and report upon the controversy. In 
all this there is no hint of compulsion beyond the pressure of publie 
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opinion that may be brought to bear upon the party responsible for 
the successive failures of the joint conference, the adjustment 
board, the Board of Mediation, and the Board of Arbitration, if this 
responsibility is fixed by the President’s Emergency Board of inves- 
tigation. 

16. Unemployment. In highly industrialized countries great 
numbers of workers often find themselves unemployed, although 
able and willing to work. The main causes of unemployment are 
seasonal variations in business, fluctuations in business activity 
during the various phases of the business cycle, and changes in the 
relative importance of various industries as a result of inventions 
and the growth of new industries. The coal industry, the ice indus- 
try, and the grain-growing industry, for example, are subject to 
sharp seasonal changes in the number of men they employ. Work- 
ers dependent upon any one of these industries alone cannot find 
employment throughout the year. The woolen cloth industry has 
in late years suffered from the growth of new industries and new 
inventions which have tended to reduce the demand for its products. 
The rise of the rayon, or artificial silk, industry has caused many 
persons to change from woolen clothing to silk, or rayon. The wide- 
spread use of modern heating equipment in homes and offices has 
cut down the need for woolen clothing, as has also the growing ten- 
dency of people to ride to work in closed motor cars or to go South 
for the winter. The fluctuations in business during the various 
phases of the business cycles are discussed in another chapter, and it 
will suffice here to state that during the recurrent periods of business 
depressions in advanced industrial countries millions of workmen 
are left temporarily without work, the number out of work in the 
United States in the depression of 1921 having been estimated at 
about 5,000,000, or about one eighth of the entire working popula- 
tion. This period of unemployment for many workers may endure 
for months or even a year or more. 

The ever-present problem of unemployment has led to legislation 
for mitigating or preventing the evils of unemployment. Public 
employment bureaus have been established at which employers 
needing additional hands and workers out of work may register and 
make their wants known. These bureaus are useful in helping a 
worker who has lost his position to find another with the least pos- 
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sible cost or delay, provided there are plenty of positions offered of 
the kind the unemployed workmen are able to fill. But when mil- 
lions of workers are thrown out of employment during a business 
depression, there are not, of course, positions enough to go round, 
and the employment bureaus are helpless. Moreover, when work- 
ers are thrown out of work in the slack season of their industry, they 
find difficulty in fitting into another industry in which positions 
may be available. Something more than efficient employment 
bureaus are required to meet the difficulty. 

Some countries have tried to meet the difficulty by unemploy- 
ment insurance, which provides workers unemployed through no 
fault of their own with small weekly doles on which they may man- 
age to tide over until they do find work. In the United States we 
have not adopted such unemployment insurance, but our trade 
unions sometimes carry such insurance for their members. At the 
best, unemployment insurance is an uneconomical method of coping 
with the problem of unemployment, since it permits idle persons to 
live on the incomes of others when they ought to be employed in- 
stead. At the worst, it encourages idleness, since there are many 
persons who prefer being idle, let us say at $5 a week, to working at 
$10. 

The obviously desirable remedy for unemployment is to provide 
every one with work who desires it. Manufacturers who produce 
articles subject to seasonal demand should undertake to produce 
other articles demanded at other seasons and thus keep their hands 
more steadily employed. If they cannot find the proper combina- 
tion, they can, with the codperation of their employees and other 
producers in other industries, find outside employment for their 
hands in the slack season. The Dennison Manufacturing Com- 
pany has successfully applied both these expedients. The work- 
men’s part in this program consists in being willing to prepare 
themselves to work at more than one trade or task, so that they can 
systematically shift from one job to the other in accordance with 
the seasonal demands. 

The great fluctuations in employment that accompany the busi- 
ness cycle in its gyrations, like the business cycle itself, are in great 
part preventable, as explained elsewhere in this book. They result 
from business and political incompetence which ought not much 
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longer to be tolerated in this country. Some ups and downs of 
business, however, are likely to remain even if intelligent effort is 
directed toward leveling off the mountains and the valleys of busi- 
ness booms and depressions. Here a more intelligent policy of con- 
structing public improvements would help to solve the problem of 
unemployment. If the federal, state, and municipal governments 
planned ahead in an intelligent way and kept budgets, they could 
time their expenditures in such a way as to spend more in periods of 
depression and less in periods of boom than they do at present, and 
thus help considerably in taking the kinks out of business. In 
short, the remedy for unemployment is employment, and it is an 
unflattering commentary upon modern industrial states that mil- 
lions of men cannot find anything to do, while they and other mil- 
lions lack even the necessaries of life. There is no more glaring ex- 
ample in modern life of the lack of intelligent effort applied to a 
highly important practical problem. 


EXERCISES 


1. Explain why unregulated business competition tends to bring about child 
labor, long hours of labor, wages below the level of decent subsistence in 
some industries, industrial accidents, and occupational diseases. 

2. Explain why, in the absence of workmen’s compensation laws, workers 
injured in the course of employment rarely received adequate compensa- 
tion for their injuries. 

3. Explain the strong opposition to humanitarian labor legislation in the 
United States and England, in the nineteenth century. 

4. Explain why most of our labor legislation has been state legislation rather 
than federal legislation. 

5. Explain how one State may hamper other States in regulating conditions 
of labor. 

6. Is it true that compulsory state arbitration of wage controversies tends 
to lead to state socialism? Why, or why not? 

7. Is it possible to raise real wages by law? If so, how much may wages be 
raised? Give reasons for your answers. 
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CHAPTER XXIII 
INTEREST, THE PRICE OF LOANS 


1. Interest assumed to be a cost of production. In our discussion 
of costs, price, and profits, we have included, in addition to the 
prices paid for the various classes of producers’ goods, such as man- 
made materials and supplies, land, and labor, a cost item called in- 
terest. We have assumed that business men must reckon as a cost 
of production, not only interest paid on borrowed money, but a fair 
rate of return on money of their own invested in business, since, if 
they had not tied up their own money in their own business, they 
might have received interest on it by lending it to others. Up to the 
present chapter we have not attempted to explain the nature of 
interest, nor why business men must pay interest on borrowed 
money. Here we take up this perplexing subject, which probably 
causes more mental confusion than any other problem in economics. 

2. Interest defined as the price of loans, or premium on present 
goods in terms of future goods. Interest may be defined _as the — 
price of loans, or as the premium paid on. present goods in terms of 
future goods. It is a fact readily ascertained and easily understood 
that most people would rather have a dollar to spend to-day for a 
consumers’ good than a dollar to spend a year from now for the 
same good. If one should be inclined to doubt this, let him say 
successively to half a dozen boys picked out at random on the 
street, “I am going to give you a dollar to spend for candy. Will 
you take it now, or would you rather wait until a year from now?” 
As a statistical demonstration the result would doubtless be perfect 
— one hundred per cent of the boys would take it now. If we will 
only hold fast to this one central idea, that people prefer goods to- 
day to goods a year later, or, more briefly, that they prefer present 
goods to future goods, we shall have less trouble in following through 
the chain of reasoning involved in an explanation of why interest is 
paid and what determines the rate. 

3. Conditions under which no interest would be paid. Although 
it is true that most people prefer present goods to future goods, it is 
possible for some people to have so many goods that they would 
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prefer to have only part of them available in the present and the 
rest of them available in the future. For example, if a man had 
all the clothes he wanted for a year, and somebody offered to give 
him more, either at once or a year later, he might prefer to take 
them a year later. If it should be true that the world were so well 
supplied with goods of all kinds that part of the people had as many 
more goods than they wanted at present as the rest had less than 
they wanted at present, there-would probably be little or no borrow- 
ing at interest. There would be no regular premium on present 
goods in terms of future goods. There would be borrowing and 
lending, but those who had more than they wanted at present would 
be as eager to lend as others would be to borrow, provided only that 
they were sure of getting paid back in the future, and that the goods 
they had were at all perishable in nature, as wheat, wool, potatoes, 
houses. If the supply of perishable present goods were very large, 
let us say the supply of potatoes, for example, then lenders might be 
so eager to lend that if necessary they would pay a premium for 
future goods in terms of present goods — they would offer to give, 
perhaps, two bushels of potatoes to-day for one bushel a year later. 
Even if the oversupply of present goods were quite durable, lend- 
ers might still be willing to pay a premium to borrowers in order 
to save themselves the trouble of taking care of the goods for the 
time being. But it happens that goods are so scarce that the de- 
ficiency of those who have less than they want in the present is 
greater than the excess of those who have more, and the lenders are 
therefore in a position to demand a premium. ‘There are not 
enough loans of goods to go round. In their eagerness to get such 
loans the borrowers offer to pay back more than they borrow, and 
those who offer the greatest premium naturally get the goods. 

4. Money has become a medium of lending as well as a medium 
of exchange. If our trading were still carried on without the use of 
money, borrowing and lending would be in the form of goods, just 
as housewives sometimes still borrow cups of sugar or loaves of 
bread from one another in times of temporary emergency. Jones, 
finding his larder empty and himself and his family suffering from 
hunger, and with no other means of avoiding starvation, would ap- 
proach Smith, who had more wheat than he needed for a year, for a 
loan of twenty-five bushels of wheat, offering, perhaps, to pay back 
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at the end of the year, out of his own next crop, thirty bushels. 
The premium in this case would be five bushels, or twenty per cent. 
Such a loan would be a good thing for both. It would net Smith an 
extra five bushels of wheat and keep Jones and his family from 
starvation. Such borrowing and repaying in kind is analogous to 
trade by barter, with this difference, that Jones, instead of trading, 
let us say, wool for wheat, trades wheat in the future for wheat in 
the present. 

But just as money exchange has supplanted for the most part 
trade by barter, so have loans of money supplanted for the most part 
loans of commodities. When Jones to-day lacks food for his fam- 
ily and the money with which to buy it, he borrows, not food, but 
money, and with the borrowed money buys food. When Smith has 
more wheat than he needs to provide for his own family, he sells it 
and lends the money to others if he has no other use for it. If he 
lends twenty-five dollars and receives back thirty dollars at the end 
of a year, he receives as interest five dollars, or twenty per cent of 
the amount of the loan. 

Incidentally we may remark that this use of money as a medium 
of making loans leads to some serious fallacies and mistaken public 
policies in respect to money. People tend to lose sight of the fact 
that what is really borrowed and lent is in the last analysis present 
goods, and not merely money, and erroneously conclude that by 
increasing the amount of money in a country borrowing may be 
made easier. It requires no great brain power, however, to compre- 
hend that wheat and potatoes and suits of clothes are not produced 
on government printing presses turning out paper money. The 
amount of money in a country beyond a certain minimum amount 
necessary to carry on trade, has nothing to do with the quantity 
of goods available for lending to the needy. This matter will be 
discussed more in detail when we take up the subject of money. 

5. Why some people are savers and lenders and others borrowers 
and spenders. Let us take up more in detail now the reasons why 
people borrow and lend and the question of what determines the 
rate of interest. Borrowing is closely related to spending. People 
who spend freely are likely to spend more than their money income 
and make up the difference between earnings and spendings by 
borrowing. Likewise lending is closely related to saving. People 
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who refrain from spending all their money income may have 
money to lend. Consider some of the characteristics of people 
that make some of them spenders and borrowers and others savers 
and lenders. People differ, to follow Irving Fisher’s analysis, in 
foresight, self-control, habit, expectation of life, and love for pos- 
terity. All these characteristics affect the relative valuation they 
put upon present goods and future goods. All people, of course, 
must have some present goods if they are to live, and every normal 
person would be willing to offer a huge premium in future goods for 
enough present goods to sustain life if he could get the present goods 
in no other way, and perhaps a considerable premium in future 
goods for enough more present goods to maintain health and a 
reasonable degree of comfort for himself and those dependent upon 
him. It is only after the more pressing wants have been satisfied 
that differences in the characteristics of people affect greatly their 
relative valuations of present and future goods. 

6. Lack of foresight. People lacking in foresight, who cannot 
visualize their future needs, are not likely to save any part of their 
income unless the income is enormous. They buy everything they 
want to-day, paying no heed to the morrow. What people most 
commonly fail to foresee, however, is not their future needs, but 
their limited capacity in the future to satisfy those needs. They are 
not sufficiently pessimistic about the size of their future income. 
They seem to expect some miracle to happen — something vague 
and mysterious that will put them on easy street. It appears to 
them foolish to deny themselves any present gratification in order to 
save a few paltry dollars for a future that will bring dollars enough 
of its own and some to spare. For such persons a dollar earned is 
two dollars spent. They borrow and beg and buy on the install- 
ment plan. They draw on to-morrow’s earnings to gratify their 
whims and fancies of to-day. 

7. Self-control and habit. But even if a man is blessed with the 
foresight that enables him to form a fairly correct estimate of his 
probable future needs and income, he may be lacking in the self- 
control that enables him to forego buying whatever his fancy sug- 
gests. Like the toper who had sworn off, but could not pass a 
saloon without stopping to take a drink, such a person cannot pass 
a store without stopping to shop. He eats, drinks, and is merry, 
except when he bitterly thinks of the morrow. 
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Habit should perhaps be coupled here with self-control. One who 
has formed expensive habits — who has become used to lavish ex- 
penditure — will find it harder to save than others. His self-con- 
trol must be greater if he is to live within hisincome. Saving comes 
hardest to sons and daughters of rich parents who through financial 
reverses are compelled to live upon what they earn. 

8. Expectation of life and love of posterity. Expectation of life 
and love of posterity may be considered together. Both act as an 
incentive to a man to put something by for the future. A man with 
children or other young dependents for whom he cares will save both 
for their future and for hisown. If he knew that he could live only 
one year longer, the knowledge would probably have the effect of 
making him save more carefully rather than spend more freely. A 
man without dependents for whom he cares will save more carefully 
if he expects to live long than if he expects to dieinashort time. In 
communities where life is uncertain and domestic ties are lacking, 
money is spent in reckless fashion, as was illustrated in our Western 
mining camps in early days. 

9. Ambition, ingrained thrift, love of accumulation, large in- 
comes, public spirit. To these five characteristics of men just dis- 
cussed we must add some other factors that influence the attitude 
of men toward saving and spending. Some men save because they 
are ambitious for power and social position. Wealth gives men 
power over other men — in business, in politics, even in religion. 
And wealth, although it does not alone give one a high position in 
society, adds tremendously to one’s chances of achieving such a 
position. Without a moderate fortune a man can hardly hope to 
hobnob long with the four hundred, even though his manners be 
perfect and blue blood run in his veins, but with an astonishing 
number of millions one manages to gloss over some elements of 
crudeness and to hide a lack of blue-bloodedness which the élite 
would detect at once in any one but a nabob. The doors of the 
four hundred are lightly barred against the man with the four hun- 
dred millions. In the knowledge of these facts some men save to 
lay the foundation of their future greatness. 

Some men save from mere habit. Saving begun for some definite 
purpose becomes ingrained in their nature and yields a satisfaction 
in itself. They feel uneasy at spending more than fifty cents for a 
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meal because they have become accustomed to spend only that 
much. They wear shabby clothes because they get more satisfac- 
tion from doing without a new suit than they would get from wear- 
ing one. Some men save for the closely related reason that they 
want to see their savings grow and to feel the joy of possession. 
They may be misers hoarding gold in their cellars and chuckling 
over it in secret, or they may be capitalists figuratively hugging to 
their bosoms their stocks and bonds and gloating over their owner- 
ship of railroads, factories, and mines. Some men save in the pain- 
less way of those whose income is so large that it is easier to save 
than to spend it all. Last, but not least, some men save and invest 
in industrial enterprises in a constructive way to build up their 
country — to make it strong and the home of prosperous working- 
men. Such men, as one of their number once remarked, want to 
erect smokestacks for their monuments instead of tombstones. 

10. Interest adds both to one’s desire to save and to one’s capac- 
ity tosave. Different in nature from the other factors already dis- 
cussed affecting men’s attitude toward saving and spending is in- 
terest. From what has been said it is obvious that saving on a great 
scale would take place and savers would be willing to lend huge 
sums in the aggregate even if no interest were paid for loans. But 
the fact that interest is generally paid gives savers an additional 
incentive to save. It induces some to save who otherwise would 
not save, and induces some who would save a little to save more. 
In other words, there are some men who might prefer to spend $100 
this year to spending the same amount a year later, but who would 
prefer to spend $105 next year to spending $100 this year. The five 
per cent premium, or rate of interest, turns the scale and makes 
savers out of spenders. A more important point, perhaps, is this: 
the payment of interest not only gives men a stronger incentive to 
save, but increases their power to save. Interest on past savings 
increases the saver’s income and his capacity to save in the future. 
The man who saves his first $1000 early in life can accumulate many 
thousands of dollars for old age by merely thereafter saving the 
interest on his savings. It might be argued that this would not in- 
crease the capacity of the people as a whole to save, since the inter- 
est. paid to the lenders is paid by the borrowers and decreases the 
capacity of the latter to save as much as it increases the capacity of 
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the former. But those who have saved are more likely to continue 
saving than those who are spending and borrowing are likely to be- 
gin saving. Therefore, the payment of interest by the spenders to 
the lenders is quite likely to increase the total amount of savings. 
Incidentally the fact that borrowers must pay interest on loans 
reduces somewhat their eagerness to borrow and restricts their 
spending. 

11. Three reasons for borrowing. Having now analyzed the 
characteristics of human beings that influence their attitude toward 
saving and spending, and having noted some other factors that 
influence their attitude on saving and spending, let us inquire a 
little more closely into the reasons why people borrow. We have 
already indicated some of the reasons why people borrow in the fore- 
going discussion of the characteristics of people which lead them to 
spend freely, such as lack of foresight and of self-control, but we 
have not given all the reasons why people borrow. Borrowing is 
done for three main reasons, as follows: 


1. To gratify present desire for ephemeral consumers’ goods. 
2. To buy durable consumers’ goods. 
3. To buy producers’ goods. 


Lack of foresight and self-control and other characteristics of 
human beings discussed in the foregoing pages lead mainly to bor- 
rowing for the first-named purpose, and have comparatively little 
to do with borrowing for the purpose of buying durable consumers’ 
goods or producers’ goods, except indirectly, as will be explained 
in the next chapter. By ephemeral consumers’ goods we mean 
such things as food and drink, clothing, playthings, etc. — goods 
which are soon consumed, leaving nothing but the memory of the 
pleasure or satisfaction derived from their consumption. Much of 
the borrowing for this purpose may be called spendthrift borrow- 
ing. Spendthrifts borrow money to buy goods which they do not 
need, but which merely serve to add to their momentary pleasures. 
However, not all borrowing to buy ephemeral consumers’ goods re- 
presents spendthrift borrowing. Worthy persons may have periods 
of bad luck — accidents, sickness, disastrous business experiences, 
and thus be reduced to the necessity of borrowing for a time to pay 
for the necessaries of life. 
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12. Durable consumers’ goods. Durable consumers’ goods con- 
sist mainly of houses and furniture. Borrowing money with which 
to buy a house in which to live and furniture to use in it is not 
spendthrift borrowing, provided the house and the furniture are not 
unduly pretentious and luxurious. On the contrary, such borrow- 
ing may be a mark of thrift. Heads of families that do not own a 
home must rent, and generally the rent paid for a house is greater 
than the cost of owning a home including the interest payments at 
the current rate of interest on a loan sufficient to pay for the house. 
Therefore, such borrowing, instead of increasing the amount the 
borrowers spend, decreases it. To the same extent it increases their 
capacity to save and eventually to repay the loan. One should, per- 
haps, include with durable consumers’ goods automobiles driven by 
careful drivers. If so, we must qualify what has just been said. 
Borrowing to pay for pleasure cars and joy rides is spendthrift 
borrowing. 

13. Borrowing for business purposes. Lssentially different in 
nature from the borrowing to buy consumers’ goods is the borrowing 
to buy producers’ goods, or borrowing for business purposes. Busi- 
ness men borrow tremendous sums for this purpose, and this class 
of borrowing exceeds in amount all other borrowing. Most business 
men, as business is conducted to-day, do not have enough capital 
of their own to operate on the scale they desire or that is necessary 
for success in competition with others. If they have $10,000 of 
their own, perhaps they borrow $10,000, or in some cases several 
times that much, from others. Out of the income from their busi- 
ness they expect to pay the interest on their loans and eventually, 
perhaps, the principal. This class of loans will be discussed in more 
detail in the next chapter. 

14. All that is saved is not lent. We have said that saving is 
closely related to lending, since it is only the savers or their heirs 
(or men acting as their agents) who have a surplus to lend.’ But 
all that is saved is not necessarily lent. Savings constitute the dif- 
ference between one’s money income and the amount one spends 
for consumers’ goods. Instead of lending this sum to others, one 
may keep it in the form of money or buy producers’ goods with it. 
A salaried man who has saved several thousand dollars may buy a 


1 This does not apply to bank loans, for reasons explained later. 
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house to rent to others. This house is from his point of view pro- 
ducers’ goods — business property. Or he may buy a hundred 
shares of stock in a business corporation and thus become part 
owner of all the corporation’s business property. 

A business man might do the same with his savings. But more 
often than not the business man’s savings do not emerge as a sum 
of money, as do those of the salaried man, but as increases in the 
value of his business. His plant expands and his stock of goods in- 
creases. To find out what his savings really are, he must make a 
careful valuation from time to time of his business property. If he 
starts out one year with a business worth $100,000, and winds up 
a few years later with one worth $200,000, he may be said to have 
saved $100,000, assuming that he has no debts against the business 
in either case, and that his property outside of his business has re- 
mained the same. 

15. The rate of interest a price problem — the price of loans. 
Let us now wrestle with the puzzle of what determines the rate of 
interest. The problem of the rate of interest is merely one phase of 
the price problem. The rate of interest, or the premium on present 
goods in terms of future goods, may be considered simply as the 
price of loans. For example, if the rate of interest is 5 per cent, and 
the interest on a $100 loan for one year is therefore $5, we may quite 
correctly speak of $5 as the price of such a loan. The price of loans 
is, like any other price, a matter of demand and supply. We might 
carelessly say it is determined by demand and supply, but we must 
remember that all prices affect demand and supply just as they are 
affected by demand and supply. It would be more accurate to say 
that the rate of interest must be such as to equalize demand and 
supply in the loan market. 

We have, on the one hand, our three classes of borrowers, or 
would-be borrowers, who desire to borrow to buy ephemeral con- 
sumers’ goods, durable consumers’ goods, or producers’ goods. The 
total amount of money that they are able and willing to borrow at 
the market rate of interest constitutes the total direct demand for 
loans. On the other hand, we have the potential lenders — those 
who have more present goods than they need and are in a position 
to lend, if they care to. As already pointed out, they do not need 
to lend all the surplus they have, since they can buy producers’ 
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goods with it, or, if they choose, extra supplies of consumers’ goods. 
Some part of their surplus or savings is in the form of money, or in 
the forms of claims on money, such as deposits in banks, and other 
parts of it can be turned into money by the simple process of selling 
some of their property. Whatever part of their surplus or savings 
these potential lenders are willing to lend at the current rate of in- 
terest constitutes the supply of loans. 

16. Demand schedules for loans. There is not only a demand 
for loans and a supply of loans, but a demand schedule and supply 
schedule just as in the case of commodities. Some borrowers are 
more eager to borrow than others or more able to pay a high rate of ' 
interest. This applies to all three classes of borrowers. A man in 
dire need of consumers’ goods might offer to pay a rate of 100 per 
cent, but another might be unwilling to borrow to buy consumers’ 
goods if he had to pay more than 1 per cent. One man might be 
willing to pay 10 per cent on a loan with which to buy a house, but 
another might refuse to borrow for this purpose at more than 6 per 
cent. A very able business man making large profits might see op- 
portunities to increase his profits by borrowing more capital even if 
he had to pay 20 per cent, whereas another less able might not clear 
enough from the use of the extra capital to pay 2 per cent. Again, 
a business man might be caught in a temporary pinch so acute that 
a loan would be absolutely necessary to save him from ruin. In 
such a case he might be willing to pay 100 per cent or more. Loans 
for business purposes may very properly be considered producers’ 
goods, and the demand schedule for such loans is like the demand 
schedule for other producers’ goods, as discussed in Chapter VII. 
In short, the maximum a business man can afford to pay for loans 
in the long run is the difference between the value of his product and 
all his other costs of production. He will pay only as much, how- 
ever, as competitive conditions compel him to pay, and that is the 
rate of interest which measures the marginal vendibility of loans — 
the rate that the least desirous or least able borrower actually pays 
for his least desired loan. It follows from what has been said that 
at a low rate of interest more loans will be demanded than at a high 
rate, and that the quantity of loans demanded tends to increase as 
the rate of interest decreases. 

17. Supply schedule for loans. Likewise the supply of loans is 
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affected by the rate of interest. Some loans will, of course, be made 
practically regardless of the rate of interest. If a man has money 
available for lending and has no other use for it, it pays him to lend 
it at 1 per cent rather than not lend it at all. But some lenders are 
influenced by the rate of interest. They have a minimum below 
which they will not offer a loan — possibly 3 per cent, possibly 5 
per cent, possibly 10 per cent. The higher the rate, the more loans 
there will be offered. However, the present rate of interest has its 
greatest effect, not upon the present supply of loans, but upon the 
future supply. The past rate has pretty largely determined the 
‘present supply of loans. The past rate if high has stimulated past 
savings and made past savings larger than they would have been if 
the rate had been low, and it is past savings that constitute the 
stock of wealth from which present loans may be made. Still the 
present rate does affect the quantity of loans offered, and so we have 
a supply schedule for loans, showing that the quantity offered 
varies inversely with the market rate. 

18. The rate of interest equalizes demand and supply of loans. 
We may represent the demand schedule and the supply schedule for 
loans asin Table XX VII. 


TasBLe XXVII. DEMAND AND SUPPLY SCHEDULES FOR LOANS 


DEMAND RatvTE oF SupPly 


(in billions INTEREST (in billions 
of dollars) (per cent) of dollars) 
100 0 2 
50 1 3 
30 2 A 
20 3 5 

10 4 6 
7 5 7 
5 6 8 
4 i 9 
3 8 10 


With conditions of demand and supply as shown in Table XX VII 
and with competition on both sides, the market rate would be 5 
per cent, since this is the rate that equalizes demand and supply. 
At a lower rate, as 4 per cent, demand exceeds supply. Ata higher 
rate, as 6 per cent, supply exceeds demand. At the lower rate some 
borrowers would remain unsatisfied and would be represented as 


INTEREST, THE PRICE OF LOANS 453 


going without loans, although the market rate is below the rate 
they are willing to pay rather than not borrow. Naturally this 
situation would be impossible. They would offer more and get 
their loans. At a higher rate supply would be greater than demand 
and some lenders would be unable to place their loans, although the 
market rate is higher than the rate they are willing to take rather 
than not make their loans. This also is an impossible situation. 
They would offer to take less. It is obvious that 5 per cent is the 
only possible rate. This rate may be said to measure the marginal 
time preference — the marginal premium on present goods in terms 
of future goods. 

19. Pure interest and contract interest. The question may be 
raised why, if the rate of interest is the price of loans, are there so 
many different prices in the market at the same time? We find that 
in a country such as the United States various borrowers pay va- 
rious rates of interest — some as low, perhaps, as 2 per cent, others 
as high as 8 or 10 per cent, and even, in exceptional cases, as high 
as 100 per cent or more. 

The answer is that, in the relation between the borrowers and 
lenders and in the price paid for the loan, factors enter other than 
premium on present goods in terms of future goods. If the rate 
paid by borrowers represented always a premium on present goods 
in terms of future goods, and neither more nor less than that, then 
there would be at any given time just one rate of interest in any 
given market. Such a premium may be called the pure interest 
rate, as distinguished from the contract interest rate — the various 
rates various borrowers agree to pay for their loans. The pure in- 
terest rate may be considered to be about the rate of interest 
yielded by practically safe non-taxable government bonds, such as 
our own Liberty Bonds. Another good index of the pure rate of 
interest is the rate on short-term loans made by large banks to re- 
sponsible business men — the commercial paper rate quoted on fi- 
nancial pages of metropolitan newspapers. If these rates are in the 
neighborhood of 4 per cent, then the pure rate of interest is not 
much more or less. Even these rates do not measure exactly the 
marginal premium of present goods in terms of future goods, be- 
cause they are affected as are other contract interest rates by other 
factors. Whenever a borrower pays a rate much higher than the 
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rate yielded by sound government bonds, he is paying something 
more than the premium on present goods in terms of future goods. 
When he pays much less, he is paying less than the full premium. 
Let us note why borrowers often pay more or less. 

20. Paying for risk assumed by lenders. Borrowers who cannot 
convince lenders that the loan is absolutely sure to be repaid when it 
is due, and that the interest payments will be made promptly, must 
pay in addition to pure interest something for the risk assumed by 
the lender. The greater the risk the lender must assume of losing 
both interest and principal, the greater must be the payment for 
this risk. This accounts for the fact that some business men and 
some corporations and some Governments can borrow at lower rates 
than others. At the present time the United States Government 
can borrow at rates only half as high as those that must be paid by 
some foreign Governments. Our Government pays only the pre- 
mium on present goods; those others pay in addition to this premium 
something for the risk the lenders assume. Well-managed corpora- 
tions in the United States who have established a reputation for 
paying their bills and can give good security can borrow for 5 per 
cent, or even less, while others pay as much as 7 per cent, or more. 
Some corporations borrow some money on first mortgage bonds at 
5 per cent and some more on second mortgage bonds at 6 per cent. 
Reputable business men borrow on their promissory notes at 6 per 
cent, while spendthrifts must often resort to loan sharks or pawn- 
brokers and pay 100 per cent or more. Investors in preferred stocks 
often get 7 per cent, while bondholders of the same corporation get 
only 5 per cent, or less. Now in reality none of these borrowers 
pays, and none of these lenders receives, higher pure interest rates 
than the others. The lower rates represent primarily pure interest, 
while the higher rates include, in addition to pure interest, a consid- 
erable payment for risk. This is a fact of more than academic im- 
portance. If investors could be brought to realize that practically 
always these high rates are payments for risk, they would be less 
likely to risk their money in such investments. 

21. Service, liquidity of loans, anticipated changes in rates. 
Borrowers must often pay also for labor service in connection with 
loans. For this reason small loans often bear a higher rate of in- 
terest than large loans, since the labor service involved in arranging 
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a loan is a larger percentage of a small loan than of a large loan. 
Partly for this reason farmers who borrow a few thousand dollars on 
mortgages pay a higher rate than large corporations that borrow 
millions, and business men in small cities pay higher rates to their 
banks for small loans than pistes: men in large cities pay to their 
banks for large loans. 

Another factor that influences the contract rate of interest is the 
ease and promptness with which the lender can get back the money 
he has lent or invested; in other words, the liquidity of the loan. Cor- 
poration bonds bear a lower rate of interest than farm mortgages of 
equal soundness because the bondholder can easily sell his bond on 
the open market, but the mortgage holder may have to leave his 
money tied up until the mortgage matures. Call loans in New York 
usually bear a rate of interest lower than the pure rate, because 
they can be called in at twenty-four hours’ notice by the lenders. 
The money lent on call generally represents funds for which the 
bankers have no other present use; by lending it on call they get 
something for it while at the same time practically keeping it avail- 
able for investment elsewhere. 

Still another factor that affects the contract interest rate is the 
expectation of changes in the pure interest rate. If lenders have 
reason to think that the pure interest rate is going to rise for several 
years, they prefer to invest in short-term loans so that they will 
have their money available to reinvest a little later at higher rates, 
while borrowers under the same circumstances will be eager to make 
long-term loans so that they will not have to borrow later at higher 
rates. This will tend to increase the supply of short-term loans and 
decrease the demand, while decreasing the supply of long-term loans 
and increasing the demand. Thus short-term loans will become 
relatively cheap and long-term loans relatively dear. When lend- 
ers and borrowers anticipate a gradual fall in interest rates, then 
for similar reasons short-term loans will become dear and long-term 
loans relatively cheap. 

22. Bank loans which are not the result of saving. In the fore. 
going discussion we have not distinguished loans made by banks 
from other loans, and it is necessary now to point out an important 
difference between the results of lending by bankers and lending by 
others. It is true that the supply of loans offered by bankers be- 
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comes a part of the total supply of loans, and from one point of view 
these bank loans are like any other. They add to the total supply 
or subtract from it as they increase or decrease in quantity, and at 
least temporarily tend to decrease or increase the interest rate, just 
as will an increase or decrease in loans from any other source. But 
note the peculiar thing about bank loans. Bankers get the means of 
lending, not by saving, merely, although they may do some saving, 
but by increasing the money supply, or, what is equivalent to in- 
creasing the money supply, increasing bank deposits. In other 
words, instead of lending money income they have saved they 
print and lend bank notes, or they lend to business men, not money, 
but deposits in their bank, which represent merely promises to pay 
money. We cannot here discuss this matter in detail, since we take 
up banking in a later chapter. But lending by banks may be com- 
pared with lending by a Government that simply prints paper money 
and lends it. Such lending, since it does not represent savings, 
merely increases the borrowers’ capacity to buy goods without de- 
creasing the lenders’ capacity to buy. In other kinds of lending 
the lender by means of his loan transfers his power to buy goods to 
the borrower. As we shall see later, when expansion of bank loans 
reaches an abnormal stage, we have credit inflation and a general 
rise in prices. The higher price level increases the amount of money 
business men must borrow to carry on, and thus increases the de- 
mand for loans, often in greater proportion than the bank loan ex- 
pansion has added to the supply. An increase in bank loans, un- 
like an increase in loans offered as a result of saving, does not tend, 
therefore, to cause a fall in the rate of interest, except temporarily. 


EXERCISES 


1. What is interest? Would there be interest if there were no money? 
Under what conditions, if any, would no interest be paid for loans? Why? 

2. What are the reasons for borrowing and lending? What determines the 
general rate of interest?” 

3. With demand and supply schedules for loans as given in Table X XVII, 
what would be the rate of interest? Why would it be neither more nor 
less? 

4. Why do some borrowers pay a higher rate for loans than others in the same 
market at the same time? What is the pure rate of interest? Give ex- 
amples of the pure rate of interest. Give examples of rates paid for loans 
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which represent something more than pure interest. What do they 
represent? 

. Does the fact that interest is paid for loans induce or hamper the accu- 
mulation of capital? Why? 


For “ References” for this chapter see end of Chapter XXIV. 


CHAPTER XXIV 
PRODUCERS’ LOANS AND THE RATE OF INTEREST 


1. How time-preference accounts for producers’ loans. In the 
preceding chapter it has been indicated that the rate of interest is 
determined by marginal time-preference, which gives us both a 
supply of loans and a demand for loans. The current rate of inter- 
est is the rate that tends to equalize demand and supply. If, for 
example, the current rate of pure interest is 5 per cent, and the de- 
mand and supply of loans are equalized by this rate at $7,000,000,- 
000, then we have this situation in respect to time-preference: 

We have lenders who in the aggregate prefer 105 per cent of 
$7,000,000,000 a year from now to 100 per cent of that sum to-day; 
and we have borrowers who in the aggregate prefer $7,000,000,000 
to-day to 105 per cent of that sum a year from now. We have im- 
plied by time-preference a preference for present consumption over 
future consumption — a preference for present consumers’ goods 
over future consumers’ goods. This is the preference of the needy 
or improvident. 

But here a difficulty seems to present itself. Under the present 
industrial system most business men require the use of considerable 
capital to compete effectively, and if they do not have much capital 
of their own they must borrow extensively. They do, in fact, bor- 
row so extensively that their demand for loans constitutes the 
greater part of the total demand. It would appear that these 
loans of business men are the result, not of a desire for immediate 
consumption on the part of the borrowers, but, on the contrary, of 
a desire to carry on productive enterprises. They would seem to 
have no relation to a time-preference for present consumption over 
future consumption. If time-preference, the preference for present 
consumers’ goods over future consumers’ goods, determines the 
rate of interest, it must be shown that producers’ loans grow out of 
such time-preference, otherwise we leave the greater part of the de- 
mand for loans out of consideration. This can readily be done if 
the reader will follow the discussion through the next few pages. 
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The business man who has insufficient capital of his own must 
borrow to pay for the producers’ goods he requires. These include 
labor, materials, supplies, tools, machinery, buildings, ete. Out of 
the combination of all these producers’ goods will finally emerge 
consumers’ goods — sometime in the future. Producers’ goods are 
consumers’ goods in process of production, but not yet ready for 
consumption. They may in fact be thought of as future con- 
sumers’ goods. The plow of. the farmer, the leather of the shoe- 
maker, the loom in the cotton mill, the labor of the mill hand, all 
represent future goods in the sense that the product made from them 
or by their aid will not be ready for sale or consumption until some 
future date. 

If the business man did not have to pay for his producers’ goods 
until he had sold the product made from them or with their aid, he 
would not need to borrow, but could always pay for his producers’ 
goods, in whatever quantity bought, out of the money received for 
the product, provided only that the product sold for as much as or 
more than he paid for the producers’ goods. If the product under 
such circumstances were worth more than he paid for the producers’ 
goods, he would have realized something in the way of wages or 
profit for himself. 

But the persons from whom our business man buys his producers’ 
goods — the laborers, and the other business men from whom he 
buys materials, machines, supplies, etc. — these want to be paid at 
once, or within a short time, and in order to pay them before he sells 
his product, the producer must borrow. He borrows, not because 
he wants present consumable goods for himself, but in order to pay 
cash for the producers’ goods he buys. Now cash, since it can al- 
ways be exchanged for present consumers’ goods, is equivalent to 
present consumers’ goods. But producers’ goods, as we have indi- 
cated, are future consumers’ goods. When the business man pays 
cash for producers’ goods, he is in effect, therefore, exchanging pres- 
ent goods for future goods. The sellers of the producers’ goods, on 
the other hand, are exchanging future goods for present goods. If 
the business man in bargaining with them offered to pay them in the 
future the full future value of the product made from their producers’ 
goods, they would in all probability offer to accept less in ready 
cash, because they would prefer present payment to future payment, 
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or present goods to future goods. We can safely say in all prob- 
ability, because in actual business practice payment is usually not 
deferred until the business man sells his product. In those cases, as 
in retail merchandising, in which payment is deferred, the merchant 
who buys is usually offered a discount for cash — that is to say, if 
he pays at once he pays less than if he payslater. 

When the sellers of producers’ goods obtain cash for their goods, 
they are obtaining present goods for future goods as truly as if they 
had borrowed money, getting cash to-day in exchange for a promise 
to pay back cash at some later date. When the producer pays cash 
for these producers’ goods or future goods, he is in effect making a 
loan to the sellers of them. When, because of lack of sufficient 
capital to finance his business operations, he turns to the loan mar- 
ket to get the ready money to pay for his producers’ goods, he is 
acting as an agent in transmitting the sellers’ demand for present 
goods to the loan market. Thus it is clear that business men’s 
loans for business purposes are the result of the time-preference of 
the various persons from whom they buy producers’ goods — the 
preference of these persons to be paid in cash at once over being 
paid in the future. The total demand for loans consequently is 
accounted for by time-preference, and not merely that part of the 
demand represented by loans made directly for the purpose of 
buying consumers’ goods. : 

2. Discounting producers’ goods. When a business man bor- 
rows money at the current rate of interest to pay cash for producers’ 
goods, the interest that he is compelled to pay becomes one of his 
costs of production and reduces by its amount the maximum sum 
he can pay in the aggregate for all his other cost items. The 
more he must pay as interest, the less he can pay out for other 
items. We may say, therefore, that he tends to discount the fu- 
ture value of the producers’ goods he buys at the current rate of 
interest. If the total value of the product of a certain quantity of 
labor and material when ready for sale were $105, and the current 
rate of interest 5 per cent, then the most the business man could 
afford to pay for the labor and material would be $100, since that 
sum plus 5 per cent would equal $105, the total value of the product. 
If he could postpone payment for his labor and materials until 
he sold the product, he could afford to pay a maximum of $105. 
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There is a close analogy between the business man’s buying of 
producers’ goods and the banker’s buying of a promissory note. 
When a banker discounts, or buys, a promissory note, he pays the 
present value of the note. If the note is for $100 due in one year, 
and the current rate of interest or discount is 5 per cent, the banker 
allows the borrower or seller of the note $100 less 5 per cent, or $95. 
The borrower gets $95 to-day and pays back $100 a year later. 

If a certain business man produces, not a finished consumers’ 
good, but a product that is sold to other business men as a pro- 
ducers’ good, as, for example, a cotton loom, this product, like his 
own producers’ goods, will be discounted at the current rate of in- 
terest. That is to say, the cotton cloth manufacturer who buys the 
loom, together with other producers’ goods, will tend to pay for all 
his producers’ goods in the aggregate a sum which will represent the 
present value of his future product discounted at the current rate of 
interest. Most consumers’ goods in the process of production pass 
through a series of stages in the establishments of a series of business 
men. The product of the cotton planter is the raw material of 
the cotton spinner. The product of the spinner, yarn, is the raw 
material of the weaver. The product of the weaver, cloth, is the 
raw material of the shirt manufacturer, and so on down to the re- 
tailer who sells the finished shirt to the ultimate consumer. In 
such cases a whole series of discounting operations takes place. The 
retailer discounts the product of the wholesaler, the wholesaler dis- 
counts the product of the shirt manufacturer, the shirt manufacturer 
discounts the product of the cloth producer, and so on down to the 
cotton planter, who discounts in his turn the product of the agricul- 
tural implement manufacturers whose products he uses. All this 
discounting is not done consciously, but rather unconsciously 
through the operation of demand and supply of commodities, 
labor, and loans under the competitive system. The current rate of 
interest on loans represents for all producers a cost of production, 
which reduces somewhat the prices that they would otherwise be 
compelled by competition to pay for their various producers’ 
goods. 

If it were not for time-preference, there would be no interest 
paid, and business men in competition with one another would tend 
to bid up the prices of producers’ goods to such a point that in the 
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aggregate the prices paid would equal the value of the product, or 
at least until they equaled the value of the product of the least effi- 
cient producer able to stay in business. But business men are com- 
pelled, through the operation of time-preference, to pay the rate 
of interest that measures marginal time-preference when they bor- 
row, and this prevents them from bidding up the prices of the goods 
that they buy to the full future value of the product. The price of 
loans itself becomes a cost of production, and the price business men 
pay for loans, as has been stated, reduces by just that much the 
maximum they can pay for their other cost items or producers’ 
goods. Even if business men did not need to borrow, but had capi- 
tal enough of their own, it is unlikely that they would pay as much 
for producers’ goods as they expected to get for the product. They 
have time-preference, as do other persons, and prefer present goods 
to future goods, and would buy future goods only at a discount 
in terms of present goods. 

There tends to be a difference, therefore, between the amount 
paid in the aggregate by business men for their producers’ goods, 
not including the price of loans, and the value of the product. This 
difference, or excess value, appears even in the case of the marginal 
producer who is not making profits. In the case of the marginal 
producer it isinterest. The higher the rate of interest, the greater 
it becomes. The rate of interest, which is determined by mar- 
ginal time-preference, determines this difference, in the opinion of 
the present writer. There are, however, many economists who 
hold that, on the contrary, the rate of interest is determined by this 
difference, and that this difference is determined by the marginal 
productivity of capital. In later sections of this chapter the mar- 
ginal productivity theory of interest will be considered, but it may 
be worth while, first, to illustrate by means of a formula or equation 
the process of evaluating producers’ goods. 

3. Calculating the value of producers’ goods. For any indispen- 
sable producers’ good, or class of producers’ goods, whether it be 
labor, machinery, materials, or land, the producer may pay as a 
maximum price the amount that measures the difference between 
the anticipated value of the product on the one hand and the aggre- 
gate of all other costs on the other, less the current rate of interest 
on all capital tied up in the business, including the interest on the 
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price paid for this particular good. This is not so complicated as 
it appears. The idea may be expressed mathematically by means of 
the following formula or equation: 


Let x equal the price of the producers’ good in question. 
a equal the value of the product. 
6 equal the aggregate prices of all other producers’ goods. 
r equal the rate of interest. 

Then « = a— (6+ br +27). 


Suppose the process of production to extend over just a year and 
producers’ goods used to be worn out in the process. 


Then if a is $100, 
bis $90, 


: 5 
5 + ae 
ris 5 per cent or 100 


x will equal $100 — ($90 + 5 per cent of $90 + 5 per cent of x) 
or x plus 5 per cent of x equals $100 — $90 — 5 per cent of $90 


21 
or 0 7 equals $100 — $90 — $4.50, or $5.50 


or x equals $5.24. 


The reader will recall that in an earlier chapter, before we had dis- 
cussed interest, it was stated that the maximum price a producer 
could in the long run pay for any producers’ good is the difference 
between the value of the product and all other costs of production, 
including interest. That comes to exactly the same thing as the 
statement represented by the foregoing equation. 

4. Productivity of capital. In Section 1 of Chapter II it was 
stated that perhaps man’s greatest single improvement in methods 
of production was the introduction of the use of capital, or man- 
made producers’ goods. It was pointed out that the advantage 
gained from the use of capital in production lies in this: 

A given amount of labor expended in making capital goods plus 
the labor expended in using them to produce consumers’ goods 
will yield a greater return than the same amount of labor expended 
directly in the production of consumers’ goods. In other words, 
the roundabout method of production is more effective than the 
direct method. 

To illustrate this point the time-worn example of the primitive 
fisherman was given. This fisherman found that by first producing 
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a hook and line and fishing with it, he could catch more fish than 
he could catch in the same length of time with his bare hands or 
kill with a convenient stick or stone. From some such simple be- 
ginning the use of capital has spread throughout the world. In 
practically all industries the roundabout method of production has 
been found to be much more productive than the direct method, and 
in many industries the individual business man must have posses- 
sion of great quantities of capital in order to employ the most ef- 
fective methods of production and to compete successfully with 
others. The great quantity of capital required by most modern 
business enterprises brings business men into the loan market, and 
their borrowing, as has been indicated, represents a large proportion 
of the total demand for loans. 

Now some writers contend that not only does the greater produc- 
tivity of the roundabout method of production, as compared with 
the direct method of producing without capital, make it possible for 
business men to pay interest on loans for productive purposes, but 
that marginal productivity of capital is the chief factor in deter- 
mining the rate of interest. Since the relative effectiveness of the 
capitalistic method of production does affect the demand and supply 
of loans through the enormous amount of capital it brings into use, 
and since the marginal productivity theory of interest is widely 
held, it seems desirable to consider both these points with some care 
in connection with our treatment of the subject of interest. 

5. Gross, net, and diminishing productivity of capital. The term 
“productivity of capital” is often loosely used, and this leads to 
much unnecessary confusion. It is important that the student dis- 
tinguish carefully between gross productivity of capital and net 
productivity, and that he understand clearly what is meant by 
diminishing productivity and marginal productivity. To illustrate 
the correct use of these terms and to aid in the discussion of the re- 
lation between productivity of capital and the rate of interest, 
Table XXVIII has been constructed. It represents an elaboration 
of the illustration of the use of capital by the primitive fisherman 
turning from catching fish by hand to hook-and-line fishing. In 
this section we are concerned only with the first nine columns of 
the table — the column numbers being given in the first horizontal 
row of figures in the table. 
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Our table shows the results of a man’s fishing first with no hook 
and line, and then fishing successively with one hook and line, 
two hooks and lines, three hooks and lines, and so on up to eight. 
It is assumed that each hook and line requires for its construction 
20 days of labor, and lasts just 100 days. If a fisherman is to fish 
with one line, then he must spend for every 100 days of fishing 20 
days of labor in making hooks and lines; if he wants to fish with two 
lines, he must put in for every 100 days of fishing, 40 days of pre- 
liminary or roundabout labor making hooks and lines, and so on, 
until finally if he wants to fish with eight lines, he must devote for 
every 100 days of fishing 160 days of preliminary labor to the 
manufacture of hooks and lines. 

In the second row of figures in columns 1 to 7, it appears that one 
man fishing with no hook and line in 100 days of fishing and 100 days 
of labor catches 300 fish, or 3 per day of fishing and 3 per day of 
labor. 

In the next row, columns 1 to 9, it appears that one man fishing 
with one hook and line requiring 20 days of roundabout labor, in 
100 days of fishing and 120 of labor (including the 20 days of work 
on hook and line), catches 1800 fish, or 18 fish per day of fishing and 
15 fish per day of labor, and that the increase in the number of fish 
per day of labor over fishing by hand is 12, and that the percentage 
increase per day of labor is 400 per cent. That is to say, labor ap- 
plied to fishing in the roundabout way with one line is five times as 
productive as labor applied to fishing without any hook and line. 

We may note now the distinction between gross productivity of 
capital and net productivity, with capital represented by one hook 
and line. Fishing by hand the man catches 3 fish per day; with one 
line he catches 18 per day. The increase is 15 per day and repre- 
sents gross productivity of hook and line per day. But this leaves 
out of account the 20 days of roundabout labor yielding no fish. 
Counting in these 20 days’ labor the average catch per day is only 
15, or 12 more per day than the direct method yields. This is the 
net productivity of the hook and line, and represents the net gain 
per day of the roundabout method over the direct method. 

In the next row of figures, columns | to 9, it appears that one man 
fishing with two lines, requiring 40 days of roundabout labor, in 
100 days of fishing and 140 days of labor catches 2800 fish, or 28 
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per day of fishing and 20 per day of labor. The increase in fish per 
day of labor over fishing with only one line is 5, and the increase in 
per cent is 33.3 per cent. 

It seems that fishing with two lines yields more fish per day of 
fishing and more per day of labor than fishing with one, but the rate 
of increase is less than that given by the first hook and line. This 
illustrates the principle of diminishing productivity of capital, 
which holds that after a given -point is reached successive additional 
units of capital applied with a given amount of labor will not yield 
a proportionate increase in output per unit of capital. In other 
words, as methods of production grow more and more roundabout, 
productivity of labor increases, but the rate of increase tends to 
grow less and less as successive doses of capital are added. 

Turning once more to the table, note that as more lines are added 
the number of fish caught in 100 days of fishing or per day of fishing 
gradually rises, but that the rate of increase grows gradually less, 
until when eight lines are used 6760 fish are caught in 100 days, or 
67.6 per day. 

But in column 7, showing the number of fish caught per day of 
labor, it appears that the increase continues only up to 26.5 fish a 
day when six lines are used. Seven lines yield the same result, 
while eight lines bring about a decrease. In other words, the extra 
number of fish caught by the eighth line during its lifetime of 100 
days (400 fish) is less than the man could catch in 20 days’ fishing 
with six or seven lines. It would pay better, therefore, to fish with 
only six or seven than to make and use eight lines. 

Columns 8 and 9 show that the rate of increase falls to 0.5 of one 
fish per day, or 1.9 per cent, when the sixth line is added, that the 
increase is zero when the seventh line is added, and that a decrease 
occurs when the eighth line is added. One might conclude from 
this that there is a point beyond which it does not pay to accumu- — 
late capital of a particular kind, such as hooks and lines, and that 
further increase in productivity of labor can be achieved only by 
devising new forms of capital. In this particular case fishing might 
be made more productive by the use of boats or nets. With one 
boat and one net productivity of labor might rise much above 26.5 
fish per day. But once the shift from hook and line fishing to boat 
and net fishing were made, and additional boats and nets were added 
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to the total supply, the principle of diminishing productivity of 
capital would operate once more — additional boats and nets would 
not yield proportionate increases in output. 

6. Marginal productivity of capital. The term ‘‘marginal pro- 
ductivity” still remains to be explained. By marginal productiv- 
ity is meant the productivity of the last or least effective unit of 
capital. Suppose that the fisherman is supplied with just three hooks 
and lines. Then the marginal productivity of his capital is repre- 
sented by the product added by the third hook and line, or the pro- 
duct lost if he reverts to fishing once more with two lines. Expressed 
as fish per day of labor, it is, in Table XXVIII, 3.1 fish perday. Ex- 
pressed as a ratio of increase in the effectiveness of labor, it is 15.5 
per cent. It may also be expressed in another way. It takes 20 
days of labor to produce the third hook and line. Applying labor 
with the capital available of two hooks and lines, it yields 20 fish 
per day. In the time required to produce the third hook and line 
20 X 20 fish could be caught, or 400. This may be considered the 
cost in fish of the third hook and line. During its lifetime, 100 days 
of fishing, it adds 900 fish to the total catch, raising the total from 
2800 to 3700. The net gain in fish from making the third hook and 
line is, therefore, 900 — 400, or 500. The net gain, 500 fish, is 1.25 
times its cost, 400 fish. The marginal productivity of capital in this 
case is then 125 per cent when expressed as a percentage of the cost 
of the marginal unit of capital. It is in this sense that the marginal 
productivity theory of interest uses the term — productivity as a 
ratio of cost. This has a weakness that the productivity theorists 
seem to overlook. It implies that the prices of producers’ goods are 
equal to their costs of production, which obviously they usually are 
not. Upon this point more will be said later in this chapter. 

7. Competition forces business men to resort to roundabout 
' methods of production, or the use of capital. Up to this point we 
have assumed the fisherman to be fishing on his own hook, so to 
speak. We have noted that his labor becomes more and more pro- 
ductive — yields more and more fish per day as he resorts to more 
roundabout methods until he is using six hooks and lines, when his 
product per day of labor is 26.5 fish. Let us now bring the business 
man into the picture — the man who buys producers’ goods and 
sells the product, hoping to make a profit — and note the relation 
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between the productivity of capital, diminishing productivity of 
capital, and marginal productivity of capital to loans and the rate of 
interest. Here the problem tends to grow complicated, and more 
headway can be made in grasping the principles to be presented if 
certain assumptions are made which will get rid of all unnecessary 
complications and bring out more clearly the fundamental points 
to be considered. Assume, then: 


(1) That the best fishing waters are unlimited in supply, and that eco- 
nomic rent, therefore, does not enter into our problem as a share in 
the distribution of the product. There is no rent. 

(2) That business men —the employers of our fishermen — are all 
equally able, that the business is not risky, and that no profits are 
realized — costs of production just equaling the value of the product. 
Employers merely earn fair wages, such as they could make as fisher- 
men. 

(8) Since there is no rent and no profit, the total output of industry repre- 
sents wages and interest. Since employers make only fair wages and 
employ many men, their share per employee in the product may be 
considered negligible, so that practically the total product of labor 
goes for wages, except that part which is paid out in interest. 

(4) That fish are used as money — every one being paid in fish. 


These assumptions, while they are obviously contrary to fact, 
do not invalidate the conclusions that may be drawn from the dis- 
cussion based upon them. They merely simplify the problem being 
considered, which, as stated, is the relation between productivity of 
capital, the loan market, and the rate of interest. Suppose now 
that a considerable number of employers were competing with one 
another under the conditions assumed for a much greater number of 
fishermen, paying wages in terms of fish. In accordance with the 
principles already established in earlier chapters, and the assump- 
tions just made, competition among the employers would force 
wages up to the full value of the product of the fishermen discounted 
at the current rate of interest. 

To start with, assume that there is no interest, because there is no 
time-preference; that workers would just as soonas not wait for wages 
until the product of their labor were available or that lenders would 
advance to business men enough fish to pay wages, exacting no in- 
terest on the loans. Under these circumstances business men would 
strive to employ their men in the most productive way, and after 
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some experimentation would find this to be the method of fishing 
with six or seven lines per man. Let us say six, since the seventh 
line would bring no advantage, and would probably not be used. 
This might mean either that they had all the fishermen first work 
120 days making hooks and lines and then fishing 100 days until the 
hooks and lines were worn out, or that after having made 600 hooks 
and lines for each unit of 220 men, they would keep 120 men out of 
each 220 making hooks and lines while the other 100 men fished. 
By this method the product would be 26.5 fish per day per man. 
We may assume all the men to get equal wages no matter for whom 
they were working or whether they were making hooks and lines or 
fishing. If paid less by one employer or for one task, they would 
leave that employer or that task to go where higher wages could be 
obtained. Under these conditions wages would rise to 26.5 fish 
per day, as soon as employers generally found the most effective 
method of fishing. If wages were below 26.5 fish, because some pro- 
ducers used less effective methods than the six- or seven-hooks-and- 
lines method, then the more alert producers would gain a profit 
and increase their output by hiring more men. Eventually all the 
fishermen would be able to find employment at 26.5 fish per day, 
and business men who tried to get along with less effective methods, 
as with one or two hooks and lines fishing, would not produce 
enough to pay current wages and would either have to drop out or 
use more roundabout methods — more hooks and lines. 

Thus competition would force business men to tie up considerable 
resources in hooks and lines — in our assumed case, at least six 
hooks and lines for every man kept fishing, or 600 hooks and lines 
for each 220 men employed. Now if fishermen would not wait for 
their wages until the fish were caught, and business men did not 
themselves have a reserve of fish, the employers would need to bor- 
row fish to pay the wages of the men employed to produce the hooks 
and lines by means of which alone they could produce effectively. 
Under actual business conditions workmen will not wait, and busi- 
ness men do often lack sufficient capital of their own and they do 
borrow. Thus it is clear that the greater effectiveness of the round- 
about method of production brings business men into the loan mar- 
ket for the means of using the roundabout method. There is, then, 
a relation between the productivity of capital and the loan market. 
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8. The relation between the rate of interest and the roundabout 
method. We have reached now perhaps the most difficult point in 
all economic theory — the relation between the rate of interest and 
the roundabout method of production, or the relation between the 
rate of interest and the so-called marginal productivity of capital. 
To aid in our discussion of this difficult subject columns 10 to 15 in 
Table XXVIII were devised. Columns 10, 11, and 12 indicate 
how the product of industry would be divided between interest and 
wages if the current rate of interest were 100 per cent, and columns 
13, 14, and 15 show the division of the product between interest and 
wages if the rate of interest were 50 per cent. We use an abnor- 
mally high rate of interest, but we are by assumption dealing with a 
primitive system of industry under which the rate of interest 
might well be that high. 

These figures require some explanation. We assume that fisher- 
men now demand their wages at once and are not content to wait, 
and that employers, not having resources in fish, turn to the loan 
market, where they find the rate of interest to be 100 per cent for 
the duration of their loan. Loans are not required to pay wages of 
fishermen actually fishing, since their wages can be paid out of cur- 
rent product, but only to pay wages of workers making hooks and 
lines — the roundabout labor — the labor required to provide the 
capital equipment. It will simplify our problem to assume that 
all workers are first employed in making hooks and lines, and then 
employed in fishing, and that thus an interval elapses when no 
fish are being caught. 

When no hooks and lines are used in fishing, no capital equip- 
ment is required and no loans are made. Fishermen are paid out 
of current product, and wages, under assumptions that have been 
made, are three fish per day — the total product of labor. 

When an employer, however, first employs his men 20 days in 
making one hook and line apiece, during which time no fish are 
caught, but must nevertheless pay them current wages, and must 
borrow fish at 100 per cent interest for this interval, labor no longer 
gets the total output, but part of it goes in interest. If we could 
assume that the men in this roundabout method would still get 
only three fish per day, then the loan required would be only 60 
fish per man for the 20-day pericd, and the interest would be 60 


472 PRODUCERS’ LOANS AND INTEREST RATE 


fish. Total expenses of the employer, then, for 120 days’ labor of 
one man would be 360 fish in wages and 60 fish in interest, or 420 
fish altogether. Total product of the laborer in 120 days, as given 
in our table (column 5), is 1800 fish. This would leave the em- 
ployer the relatively huge profit per worker of 1380 fish. But by 
our assumptions competition is so severe and employers so nearly 
equal in ability that profits do not exist. We must conclude, then, 
that when the roundabout method is found to be so much more 
productive, wages rise until wages and interest together equal the 
value of the product. 

Instead of figuring wages at three fish per day, then, we calculate 
them in the table at the amount that the competing employers 
could pay with this method of production and with interest at 100 
per cent and still come out just even — with no profits and no 
loss. This proves to be 12.86 fish per day.! At this rate the loan re- 
quired to pay 20 days’ wages amounts to 257 fish, and interest on 
this loan at 100 per cent is 257 fish. This leaves a total of 1543 
fish available as wages for the 120 days of labor, or 12.86 fish per day. 

More roundabout methods of production increase the output per 
worker per day, as indicated, but necessitate greater loans, since a 
larger proportion of the workers’ time is devoted to preliminary 
labor during which no fish are caught out of which wages can be 
paid currently. When 40 days of preliminary labor are devoted to 
making two hooks and lines, 40 days’ wages must be provided for 
by loans. By the same process of calculation just used the rate of 
wages per day will now be 15.55 fish, the interest on the loan for 
40 days’ wages at, this rate will be 622 fish, and the balance of the 
product left for wages will be 2178 fish. Finally, if eight hooks and 
lines were used and 160 days of preliminary labor were devoted to 
their manufacture, the interest on the loan required to pay wages 
during this period would be 2575 fish, which would leave available 
for wages, out of the total product of 6760 fish, only 4185, or 16.10 
fish per day. According to Table XXVIII, it would not pay to 

1 Calculated algebraically as follows: 

Let 2 = wages per day. 
y = days of roundabout labor. 
z = days of fishing. 
Since y = 20; and z = 100; and interest = 100 per cent of ry; and wages + in- 


terest = 1800; 
Then, 2xy + xz = 1800, or 402 + 1002 = 1800; or 1402 = 1800, or x = 12.86. 
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push roundabout methods this far with interest at 100 per cent. It 
would not even pay to push it as far as the six-hooks-and-lines 
method, which would pay if there were no interest to be considered. 
Column 12 indicates that maximum wages could be paid when five 
hooks and lines were being used, when wages would be 17.33 fish 
per day. 

If we calculate interest charges at the rate of 50 per cent, as in 
column 13, then wages at any given stage of roundaboutness will be 
higher than when interest is calculated at 100 per cent. Thus 
when the five-hooks-and-lines method is used, wages will be 20.80 
fish per day when interest is 50 per cent, as against 17.33 fish when 
interest is 100 per cent. With interest at 50 per cent, it would pay 
to use the six-hooks-and-lines method, but not the seven. With six 
hooks and lines the maximum wage of 20.82 would be reached, and 
with seven, wages would fall to 20.52. 

Now in the foregoing perhaps tiresome calculations we have as- 
sumed interest rates — rates determined according to our previous 
discussion by marginal time-preference. It appears from the table 
that the rate of interest affects the extent to which it pays to push 
the roundabout method. With no interest, the seven-hooks-and- 
lines method would be at least as desirable as the six. With in- 
terest at 50 per cent, it would not pay producers to use seven hooks 
and lines, since they could not pay wages as high as wages paid by 
other producers using only six, and with interest at 100 per cent, it 
would not pay producers to use six hooks and lines, since they could 
not pay wages as high as those using five. The lower the rate of 
interest, the more roundabout methods of production may advan- 
tageously be used, assuming that additional increments of capital 
equipment, such as hooks and lines, increase the effectiveness of labor. 

9. Does marginal productivity of capital determine the rate of in- 
terest? As already stated, many economists contend that marginal 
productivity of capital determines the rate of interest, or at least 
operates together with marginal time-preference to determine it. 
They say that savers provide us with a supply of loans, and that the 
supply varies with the rate of interest — the higher the rate of inter- 
est, the more will be saved and offered in loans. But the demand 
for loans, they add, depends upon the productivity of capital. 
Because capital is productive — that is, because labor applied in the 
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roundabout way is more productive than labor applied in the direct 
way — producers come into the market for loans by means of which 
to engage in roundabout production. The rate they will pay de- 
pends upon the increase in productivity of labor from the use of 
capital. If $1000 worth of capital makes a given amount of labor 
produce $100 more during a year than the same labor would produce 
without the use of that capital, the producers can afford to pay 10 
per cent a year interest on the loan. The rate of interest that pro- 
ducers can pay for productive loans tends to decrease, however, 
with the extent of these loans, because of the diminishing produc- 
tivity of capital (as illustrated in Table XXVIII). Finally, the mar- 
ket rate of interest is determined by the increase in productivity 
that results from the application of the least effective unit of capital 
— that is, by the marginal productivity of capital. 

This theory of interest has a considerable degree of plausibility 
and is widely accepted, but it is difficult to present it in a convincing 
way. That capital is productive, in the sense that the roundabout 
method of production yields a greater output per day of labor than 
the direct method, is clear. That the degree of productivity di- 
minishes as additional like units of capital are employed, or as the 
degree of roundaboutness increases, is also evident. That there is 
a marginal productivity of capital naturally follows. It seems, how- 
ever, to the present writer that the rate of interest, or marginal time- 
preference, determines the degree of roundaboutness in industry 
that pays, and that the rate of interest thus determines how far 
capitalistic production may be pushed and what the marginal pro- 
ductivity of capital shall be, rather than that the marginal pro- 
ductivity of capital determines the rate of interest. To revert to 
Table XXVIII, when the rate of interest is 100 per cent, it does not 
pay to use more than five hooks and lines per man, and marginal 
productivity of capital is the productivity of the fifth hook and line. 
If the rate of interest drops to 50 per cent, it pays to make produc- 
tion more roundabout and to use six hooks and lines per man, and 
then marginal productivity of capital is the productivity of the sixth 
hook and line. Thus, if people have a low degree of time-preference, 
and the rate of interest is very low, as 4 or 5 per cent, it pays to push 
roundabout methods of production to great extremes, and produc- 
tion per man and wages rise very high. 
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If now we try to show just how marginal productivity of capital 
determines the rate of interest, rather than vice versa, we run into 
difficulties. The rate of interest is a ratio of the loan — a certain 
per cent. If the marginal productivity of capital determines the 
rate of interest, then we must find what per cent this productivity 
is of the loan. For instance, according to Table XXVIII, in 100 
days of fishing without hook and line a fisherman catches 300 fish. 
With one hook and line he catches in that time 1800. The gross 
productivity of the hook and line is 1500. The hook and line cost 
something, and this cost represents the amount of the loan, or capi- 
tal used up in the 100 days of fishing. The gross productivity of 
this capital, 1500, less the cost of the capital, or the amount of the 
loan, represents the net productivity, and in this case also the mar- 
ginal productivity, since this one hook and line is also in this case 
the marginal one. But what is the cost of the capital? One might 
say that since fishermen fishing by hand produce only three fish 
per day, they could be hired at that rate per day. Since the hook 
and line cost 20 days’ labor, it would cost 60 fish. Deducting the 
60 fish it cost from its gross productivity would leave as its net pro- 
ductivity 1440, or 2400 per cent of its cost. Marginal productivity 
of capital here, then, would be 2400 per cent and this would be the 
rate of interest. But this involves the assumption that wages of 
fishermen with one hook and line are determined by what fishermen 
are worth per day without hook and line. It would seem to be at 
least equally reasonable to assume that fishermen are worth what 
they produce by the roundabout method of fishing with one hook 
and line. In that case they would be worth 15 fish per day. The ° 
cost of the hook and line would be 15 X 20, or 300 fish. Wages for 
100 days of fishing would be 1500 fish, and total costs — hook and 
lines plus wages of fishing — would be 1800. There would be no 
net productivity of capital, no marginal productivity, and no in- 
terest. 

The productivity theorists seem to assume that in any given 
stage of roundabout production some producers use more round- 
about methods than others, and thereby manage to produce more 
units of product with a given quantity of labor and other producers’ 
goods. The more roundabout producers sell at the same prices as 
the less roundabout producers, and pay for labor and commodities 
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wages and prices determined by what the less roundabout producers 
can afford to pay. Hence the producers using the more roundabout, 
and more effective methods, realize a net gain resulting from their 
use of the extra capital required for their more roundabout meth- 
ods. This net gain represents the productivity of the extra capital 
used and determines the rate of interest. The rate of interest is 
found by dividing the net gain in dollars and cents by the money 
cost of the extra capital. When capital accumulates in response to 
the interest paid for its use all producers tend to adopt more rounda- 
bout methods, but the more alert keep always a few steps ahead of 
the less alert, and thus a continued demand for additional capital at 
the rate of interest determined by marginal productivity prevails. 
As more and more capital is accumulated, however, diminishing 
productivity of capital results, and the net gain from the use of 
additional installments to obtain still more roundabout methods 
grows gradually less. In other words, marginal productivity of 
capital grows less, and the rate of interest declines. The rate of 
interest is determined at all times by the addition to the ultimate 
product of labor which results from the least effective phase of the 
capital-using process, or by the addition to the product of labor 
which results from the unit of capital applied in the most rounda- 
bout method. The marginal borrowers, whose capacity to pay 
determines the rate which all other borrowers must pay and the 
general rate of interest are, therefore, those business men who are 
carrying the roundabout methods of production to the greatest 
extreme. 

If one illustrates this proposition by a sufficiently simple example, 
or imagines an economic society with no changes taking place except 
a gradual accumulation of capital, it is possible to grasp the notion 
that marginal productivity of capital on the demand side jointly 
with time-preference on the supply side may determine the rate 
of interest. At best, however, the notion of marginal productivity 
of capital as the chief determinant of the interest rate remains vague 
and elusive, and is based upon several assumptions of doubtful 
validity to which references have been made above. In the actual 
business world processes of production are ever changing. New in- 
ventions bring new forms of capital. New industries grow up. 
Efficient men use exceedingly roundabout methods of production; 
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inefficient men use more direct methods. Some borrowers borrow 
to buy consumers’ goods; some to buy producers’ goods used in less 
roundabout methods; some to buy producers’ goods used in more 
roundabout methods. Among all classes of borrowers, some are 
more eager, others less eager. To assert that among all these bor- 
rowers for all these various purposes, that group of borrowers who 
are using capital in the most roundabout way are the identical bor- 
rowers who are able and willing to pay the lowest rate of interest for 
their loans — the marginal borrowers who from the demand side 
determine the interest rate, is to assert something extremely diffi- 
cult to prove. The present writer is not convinced that the mar- 
ginal borrowers are those using the marginal capital, nor that mar- 
ginal productivity of capital determines the rate of interest. 

Finally, in this connection it may be stated that the marginal 
productivity theory must assume the fact of time-preference which 
operates jointly with marginal productivity of capital to yield the 
current rate of interest. The minute we make the assumption that 
time-preference is nil, the interest rate disappears, and productivity 
of capital, in the sense of a difference between the costs of produc- 
tion of the no-profits producer and the value of his product, becomes 
non-existent. On the other hand, time-preference alone accounts 
for an interest rate and does not require any assumption concerning 
the productivity of capital. There would be an interest rate if the 
roundabout method of production were not used. In fact, there 
probably was a high rate of interest in prehistoric days before man- 
made producers’ goods came into existence. Men borrowed from 
one another consumers’ goods and paid back their loans with inter- 
est, the rate being roughly determined by marginal time-preference. 
Time-preference as a determinant of interest rates stands on its own 
feet. Marginal productivity of capital does not. 

10. Social significance of the time-preference versus the mar- 
ginal productivity theory of interest. There seems to be an uneasy 
feeling on the part of some expounders of the marginal productivity 
theory of interest that, unless their theory is established as the cor- 
rect one, interest can no longer be justified as a share in the product 
of industry; that, as explained by the time-preference theory, it 
represents a form of extortion by him that hath from him that hath 
not. As such, interest was condemned by the Church and actually 
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made unlawful as ‘‘usury” in medieval times, and might again be 
outlawed. If the time-preference theory of interest denied that 
capital is productive in the sense that the roundabout method of 
production is more effective than the direct method, and thereby 
discouraged the accumulation of capital, it would indeed be desir- 
able that the marginal productivity theory should be established as 
the sound one. But all that the time-preference theory denies is 
that marginal productivity of capital determines the rate. It 
points out that a high rate of time-preference is a deterrent to the 
accumulation of capital, and thereby to more effective methods of 
production, but it does not thereby condemn accumulation of cap- 
ital, nor condemn interest as a share in distribution. Indeed, if one 
correctly understands the idea of time-preference one sees that any 
legislation designed to abolish interest would fail in its purpose, or 
at least be enforced with extreme difficulty. To abolish interest it 
would be necessary to regulate the prices of all producers’ and con- 
sumers’ goods, and not merely to regulate loans, since, as has been 
pointed out, discounting of the future is present in buying and sell- 
ing goods just as truly as in making loans. 

Extension of the roundabout method of production by greater 
and greater accumulations of capital is desirable, whether the in- 
terest rate be determined by marginal time-preference, by marginal 
productivity of capital, or by both factors operating jointly. The 
question may be raised whether this extension may proceed in- 
definitely. The answer is that in all probability it may proceed 
with advantage practically indefinitely. True, as indicated in 
Table XXVIII, marginal productivity of capital becomes nil 
after a given quantity of hooks and lines per fisherman has been 
accumulated. Indefinite duplication of industrial equipment of 
the same kind does not pay. Two hooks and lines can be utilized 
to better advantage than one, and three to better advantage than 
two, but a fisherman may get so many hooks and lines that he 
attends to all of them so hurriedly that most of his fish escape. A 
more modern example is represented by looms in textile mills. A 
worker tending two looms is producing more effectively than when 
tending only one, and when tending three perhaps more effectively 
than when tending two, but there is a number beyond which he 
cannot advantageously go. But when marginal productivity of 
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extra hooks and lines becomes nil, boats and nets may be devised. 
When the limit is reached in the number of looms of a given kind, 
bigger and better or more automatic looms may be used. Again, 
a small number of horses and wagons per man would be all that 
could be used to advantage in transportation, but a much greater 
amount of capital would be represented by a railroad and its 
equipment. So long as inventors devise more elaborate and more 
automatic industrial equipment, more and more capital can be used 
advantageously per worker and accumulation may continue with 
good results. 

11. Social significance of saving and lending. We have already 
shown the relation between the payment of interest and saving and 
lending. We found that the payment of interest serves as an addi- 
tional incentive to people to save and lend, and that it also increases 
the capacity of savers to save by increasing their income. Let us 
now note more particularly than we have done the social signifi- 
cance of saving and lending. He who saves part of his income — 
that is, refrains from spending it for consumers’ goods — is in a 
position either to lend to others or to buy producers’ goods him- 
self. When he buys man-made producers’ goods, such as buildings, 
machinery, tools, etc., he is encouraging the production of these 
things and so, by his saving, adding to the industrial equipment of 
society. When he buys these things and pays cash for them, he is, 
in effect, trading present goods for future goods, since with the 
money he could immediately have bought enjoyable goods, but the 
producers’ goods will yield no enjoyable product until some time in 
the future. The result would be exactly the same if he lent his 
savings to a business man who used the money to buy producers’ 
goods of the same kind. The other business man in that case would 
be merely the intermediary through whom the savings found their 
way to the sellers of the producers’ goods. From the social point of 
view, then, it is a matter of indifference whether the saver invests 
his savings in his own business or lends them to other business men 
to invest in theirs. 

When he buys land with his savings, he does not, of course, there- 
by encourage the production of land, since land is not a man-pro- 
duced good. But he provides the man who sold the land to him 
with money which may possibly be used to buy man-made pro- 
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ducers’ goods, and thus he may indirectly encourage the production 
of industrial equipment. If he lends to others so that they may buy 
land, the same result follows. 

If, however, he lends his savings to spendthrift borrowers, his 
savings are spent for consumers’ goods and add nothing to the indus- 
trial equipment of society. From the social point of view he might 
just as well have spent his money himself. But whatever he does 
with his savings, if he manages wisely, he gets interest. He gets 
interest whether he lends to producers or to consumers, and he gets 
interest when he buys producers’ goods. Producers’ goods always 
sell at a discount from their own future value because of universal 
time-preference. If he lends to spendthrift borrowers, he benefits 
only himself; if he lends to producers or invests in producers’ goods 
himself, he benefits both himself and society. In the latter case he 
encourages the production of industrial equipment — factories, 
railroads, store buildings, and stocks of goods — which increases 
the effectiveness of labor and therefore the total amount of con- 
sumers’ goods that will eventually be available for consumption. 

Loans to Governments may be analyzed in the same way as loans 
to individuals. If the Governments use the money wisely in the 
production of improved highways, scientific research, and-in other 
ways that increase the effectiveness of labor and the quantity of 
goods produced, then the saver’s savings benefit society by making 
it possible for the Government to do these things. If, however, the 
Government wastes the money received from loans on foolish pro- 
jects, such as unnecessarily expensive public buildings, then the 
saver’s savings have accomplished no useful public purpose. 

Nothing will help us so clearly to realize the importance of saving 
as to imagine the state of our country if no one had saved anything 
in the last hundred years. If we in the aggregate had consumed as 
much as we produced, we should have no more industrial equipment 
now than we had a hundred years ago — no railroads, no telephones, 
practically no paved highways, few paved streets, only a few fac- 
tory buildings, no large cities with their multitude of costly buildings 
and public improvements. We should not even have houses in 
which to live, since one must save to accumulate durable consumers’ 
goods, just as truly as to accumulate industrial equipment. Truly 
saving should be encouraged and spendthrifts should receive scant 
favors, 
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12. The rate of interest and the price of land. We are now ina 
position to understand better the valuation of land, which we dis- 
cussed in an earlier chapter. The value of an acre of land repre- 
sents the present value of future benefits to be derived fromit. Ifa 
business man has reason to think that the land will yield a net re- 
turn of $5 an acre over all costs of cultivation, he is willing to pay 
for the land the present value of all the future rentals derived from 
that land; but these innumerable $5 annual sums are future goods. 
If the current rate of interest is 5 per cent, then he will ‘‘discount”’ 
the rent to be received in one year at 5 per cent for one year, and 
compound discount the rent to be received in two years, three years, 
and so on, at 5 per cent for the number of years these rents are in 
the future. All this would mean a lot of figuring, however, and the 
same results are achieved more simply by what is called the “‘cap- 
italization of rent” — finding the sum of money which, put at in- 
terest at the current rate, would yield the annual rent of the land in 
question. In our example, the rent is $5 an acre, which represents 5 
per cent of $100. The land has a present value, therefore, of $100. 
Not only land is valued in this way, but many other kinds of in- 
come-yielding property, such as shares of stocks, bonds, houses, ete. 
But whenever the income yielded from some man-made good — 
such as a factory building with its equipment — is greater than 
the amount that represents the current rate of interest on money 
enough to build another one like it, more of such goods are pro- 
duced until they become so abundant that they tend to yield only 
the current rate of interest on their cost of production. In other 
words, the prices of man-made producers’ goods, although, like the 
price of land, depending upon the present value of their future pro- 
ducts, cannot in the long run be much above the cost of production. 


EXERCISES 


1. Explain how time-preference accounts for the demand for loans by 
producers. 

2. Explain what is meant by discounting the value of producers’ goods. 

3. Explain carefully the terms “gross productivity,” ‘net productivity,” 
‘diminishing productivity,’ and “marginal productivity” of capital. 

4. A certain man having a practically worthless tract of land decided to 
plant it in trees which at the end of approximately twenty-three years 
would be suitable for making fence posts and telephone poles. He esti- 
mated the value of the standing timber at the end of the twenty-three 


482 


PRODUCERS’ LOANS AND INTEREST RATE 


years at $25,000. The cost of planting, aside from labor costs, was $1000. 
The rate of interest was 6 per cent. The amount of labor required was 
1000 days. How much could he afford to pay his hands per day, if they 
were to be paid at once? if they were to be paid at the end of twenty-three 
years? Which method of payment would the hands probably prefer? 
(The use of a compound interest table will make this problem easy to 
solve.) 


. In Table XXVIII the various rates of wages that could be paid to fisher- 


men using various numbers of hooks and lines from none up to eight are 
shown when interest is 100 per cent, and when interest is 50 per cent. 
Using similar methods, calculate the various rates of wages that could be 
paid if the rate of interest were 40 per cent. (See footnote on page 472 
for the formula required in the calculations. In this case interest = 40 per 
cent of xy, and not zy as in that footnote.) 


. Would there be interest if there were no time-preference? If there were no 


capital? Would capital be productive if there were no time-preference? 
Why, or why not? 


. Suppose that a law were passed forbidding any one either to give or to re- 


ceive interest in any form, and that the Government undertook rigorously 
to enforce the law. Would such a law be effective or desirable? Why, or 
why not? 
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CHAPTER XXV 
THE QUALITIES AND QUANTITY OF MONEY 


1. The four functions of money. In Chapter III on ‘Exchange, 
Value, and Price,” it was pointed out why and how money came 
into use. It was stated that. among all the commodities that have 
at various times been used as money none served the purpose so well 
as gold and silver, and that gold was finally chosen in all important 
industrial countries in the world as the one most desirable com- 
modity to serve as standard money. It is our present task to ex- 
plain why gold and silver have served the purpose of money better 
than other commodities, why gold was finally chosen as the single 
standard money, and why other kinds of money are still used along 
with gold, although inferior to it. In connection with the use of 
money must be explained also the use of substitutes for money, such 
as bank checks and their effect on the price system. 

The four functions, or uses, of money were enumerated and dis- 
cussed in Chapter III. But the reader must here be reminded that 
these four functions of money are to serve (1) as a medium of ex- 
change; (2) as a standard or measure of value; (3) as a standard of 
deferred payments, or medium of lending; and (4) as a store of value. 
The best money is the kind of money which on the whole performs 
these four functions best. To serve any one of these purposes well a 
commodity must have certain desirable qualities. If it has such 
qualities that it may serve all four purposes well, it may be said to 
have all the qualities of good money. Let us consider now, in order, 
the qualities a commodity must have to serve well each of the four 
purposes of money, and note in each case how gold compares with 
oxen, which have also been used as money. If space permitted it 
would be interesting to compare it also in each case with various 
other things that have been used as money, such as tobasco, beads 
made from shells, wheat, ete. 

|2. Qualities of good money: acceptability and portability. To 
serve well as a medium of exchange a substance must be generally 
acceptable. Practically every one must be willing to take it in ex- 
change for the things he has to sell. It must be, then, of such a 
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nature that practically everybody either wants some of it himself or 
is sure that he can trade it off at any time to some one else who wants 
it. Because of its luster and sheen, gold has always been in great 
demand for use in making ornaments. Even poor people, in spite 
of its great value, use it in small articles of jewelry. Wealthy people 
use it not only as jewelry, but also in the form of gold plate, and 
kings — Tut-Ankh-Amen, for example — have even used it to encrust 
their thrones and other furniture. People who do not want gold 
themselves for these purposes are sure that they can readily trade 
any gold that they have or may acquire to others who do want it for 
such purposes. Many people think that gold is greatly desired 
mainly because it is money, and it is true that people do desire gold 
now because it is money with which they can buy anything else 
they want. But it is important to remember that gold was first 
generally desired for other purposes, and would not have come into 
general use as money if it had not been so desired. 

Now oxen at one time were in pretty general demand. They 
could either be used as beasts of burden, or eaten. But they were 
not so generally acceptable as gold, and did not serve so well as a 
medium of exchange. 

An article to serve well as a medium of exchange must be port- 
able — that is, light and convenient to carry. Gold isa very heavy 
metal, but it is so valuable that with a small quantity one can buy 
much. It has, in other words, great value in small bulk. You can 
carry enough in your pockets to pay your expenses on a long jour- 
ney, or, if you are a merchant, enough in a small bag to pay for a 
large stock of goods. On the other hand, an ox is not so portable. 
He is harder to carry about than gold of equal value. True, for a 
short distance he may be made to transport himself, but not for 
long distances to good advantage. 

3- Divisibility and homogeneity. To serve well as a medium of 
exchange a substance must be capable of being divided into units of 
various sizes without diminution of its value. It must, in other 
words, have the quality of divisibility. Gold has this quality, but 
oxen do not have it. Cut.a pound of gold in two, and the two halves 
are equal in value to the whole, and the division may be carried on 
practically indefinitely without destroying any part of the value. 
But an ox cut in two is no longer an ox. His value for eating pur- 
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poses may be increased thereby, but asa beast of burden he has lost 
his value. The two halves are not equal to the whole. 

Closely related to the quality of divisibility is homogeneity. The 
substance must be of the same quality throughout, so that any one 
unit or piece is just like any other unit or piece of the same size. 
Gold when pure is homogeneous. One pound is just like any other 
pound the world over, and when the pound is divided into ounces, 
each ounce is just like any other ounce. The same is not true of 
oxen. One ox is not like other oxen. In fact it would be hard to 
find two just alike, and if one is cut in two the two halves are unlike. 
In this respect gold is superior to oxen. Gold need not be absolutely 
pure to be homogeneous. It may be nine tenths pure, as is the gold 
in our gold coins, and still be homogeneous if the metal with which 
it is mixed is homogeneous. If all units of the substance used as 
money are not alike and equal in value, then it becomes necessary 
for buyers and sellers to estimate the value of each particular piece 
of money used. When gold is used as money a seller knows just 
what he is being offered when he is offered a standard coin, but when 
oxen are used no seller knows the value of his offer until he sees the 
particular ox that is offered, and perhaps not even then. 

4. Cognizability. It is necessary that a substance should be read- 
ily recognized by every one if it is to serve well as a medium of ex- 
change. It must have the quality of cognizability. Otherwise the 
hesitation of sellers to accept the money offered will obstruct trade, 
and buyers may defraud sellers by passing off substitutes for real 
money. In this respect oxen have some advantage over gold in 
the form of bullion — uncoined gold. Practically any one can re- 
cognize an ox, but many would be unable to distinguish pure gold 
from impure gold or from copper or some other metal. But gold 
has the quality of ductility which gives it the capacity to receive 
and retaina stamp. It can, in other words, be coined, and it has be- 
come the practice of Governments to coin gold that is to be used as 
money. A coin is a piece of metal of a definite size and degree of 
purity, with both the size and the degree of purity attested by the 
government stamp together with the coinage laws of the country. 
In order to make it difficult for any one to steal metal from the coin 
and thus reduce its weight by clipping or abrading, coins are 
stamped on both sides and milled on the edge. Any mutilation 
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of the coins thus becomes at once evident and makes it difficult 
for the mutilator to pass the coins on to innocent parties at full 
value. People are protected against counterfeit coins made of 
baser metals both by the difficulty of imitating the government 
stamp and by severe penalties against counterfeiting. Coinage 
gives gold a high degree of eae and a gold coin is fully as 
cognizable as an ox. 

5. Durability and stability of value. A substance which is likely 
to lose its value while in the hands of the holder does not make very 
good money. Good money, then, must have durability and stabil- 
ity of value. Gold is particularly durable because it does not tar- 
nish or rust. It is, however, in its pure state rather soft and subject 
to wear, and for this reason when gold is coined.an alloy is added to 
harden it and make it more durable. It is said that a gold coin 
~ would last with ordinary usage five thousand years. It is obvious 
that it will far outlast an ox. If a man accepts a gold coin in ex- 
change and keeps it for a year before spending it, it is practically as 
good as when he got it. An ox might degenerate to some extent 
through age during that time or even sicken and die. The more 
perishable a commodity is, the less satisfactory it is for use as 
money, other things being equal. 

A substance may be quite durable and still lose part of its value 
between the time a man accepts it in exchange and the time he 
trades it off again. The value of an article, the reader should be 
reminded, is its power in exchange — the quantity of other things 
one can get for it. All commodities fluctuate in value with the 
constant changes in demand and supply, but some fluctuate more 
rapidly than others. Except when Governments print great quan- 
tities of paper money, or banks expand credit, the value of gold 
changes but slowly because the supply changes but slowly. The 
supply of gold changes slowly because the supply at any given time 
represents not merely what has been produced during the last year, 
but most of what has been produced for hundreds of years. This is 
because gold is highly durable and a large part of all that has ever 
been produced is still in use as money. Changes in the amount 
produced from year to year have relatively little effect on the total 
supply. The total output per year in recent years has been only 
three or four per cent of the total quantity in existence. The grad- 
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ual increase in total supply that results from the annual increments 
is largely offset by the increase in demand resulting from the growth 
of the population and wealth of the world. The supply of perishable 
commodities, on the other hand, must be constantly renewed, and 
the failure of production during any one year may cut down enor- 
mously the total quantity available. The wheat supply, for ex- 
ample, must be renewed each year, practically. A crop failure the 
world over would produce a searcity of panic proportions, and even 
the partial failure of the crop in a single important producing coun- 
try may cause a scarcity that will double its value per unit. 

Oxen in this respect would be better than wheat, since not all oxen 
produced in a year are consumed in that year, but gold is still 
better than oxen in the matter of stability of value. The stability 
of value of gold is sadly affected by the unwise expansion of paper 
money and bank credit which are used as substitutes for gold, and 
about which more will be said in later chapters. But such substi- 
tutes for money might be used just as well if oxen were the standard 
money, and the fluctuation in the value of oxen would then be even 
greater than before. This matter cannot be adequately discussed 
until we take up the question of the quantity of money. 

6. Qualities of a good standard of value. When we come to the 
subject of the qualities that a commodity must have in order to serve 
well as a standard or measure of value, we note that the important 
qualities are homogeneity and stability of value. If we are to 
measure the value of all things in terms of one commodity, and make 
a certain amount of that commodity our unit of value, that unit 
should be an unvarying one. Gold, as has been stated, has homo- 
geneity. When a man says his income is $5000, we know just what 
he means, 5000 times 23.22 grains of gold. Any lump of pure gold 
of that size or any $5000 in gold coins would measure exactly his 
income. But if he said that his income is 100 oxen! Or 5000 
bushels of wheat! The 100 oxen that just equaled his income would 
be hard to find. The 5000 bushels of wheat would be a large in- 
come in a year of scarcity, but a small one in a year of abnormally 
large production. 

7. Stability of value important in a standard of deferred pay- 
ments. The important quality of money used as a standard of 
deferred payment, or medium of lending, is stability of value. The 
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money the borrower receives ought to have about the same power in 
exchange as the money he pays back, not including the interest. If 
the money used is a commodity that is twice as valuable one year 
as the next, then the lender may receive in payment only half as 
much value as he lent. If it is twice as valuable the year the loan 
is repaid as the year it was made, then the lender gets back twice as 
much buying power as he lent. Because of its great stability of 
value gold is superior in this respect to oxen and to most other com- 
modities. It is not necessary that the money used as a standard of 
deferred payment be durable, since not the same money is paid 
back that is borrowed. But money used as a store of value should 
be both stable in value and durable. The miser who buried an ox 
in his cellar and returned to dig him up twenty years later would not 
fare so well as the one who buried gold. 

8. Why other kinds of money are used, although gold is the best 
money. From the foregoing discussion it is evident that gold is 
far superior to oxen as money. If we had used any other com- 
modity than oxen in our comparison, except silver, we should still 
have found the comparison favorable to gold. Beyond all doubt 
gold is the best possible money, with the exception of silver. It is 
precisely because it is the best money that it has come into such gen- 
eral use as the standard money of the world. It has met the prag- 
matic test. It has worked. It is a case of the survival of the fittest. 

If gold is the best money, the question may well be asked, Why 
is so much money of many other kinds used? To this we reply as 
follows: In the first place, gold is not the best money for every con- 
ceivable purpose, but only the best money for all purposes as a 
whole. In the second place, men are not always wise enough to 
recognize what is best, and sometimes make use of inferior substi- 
tutes for the superior article because they think it is cheaper, or 
through pure ignorance. And sometimes poor money is foisted on 
the whole people by part of the people for selfish reasons. 

For various purposes other money serves better than gold. 
Gold is so valuable that it cannot be used for small change. Even 
the one-dollar gold piece is so small that it is no longer coined, as 
being inconvenient to use. Smaller gold coins would be too small 
to stamp plainly, and would be lost in the crannies of one’s purse. 
Therefore, it is desirable to have coins of a dollar or less made of 
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silver, nickel, or copper, or other baser metals. As we have those 
coins in the United States, they do not contain metal equal in value 
to the face of the coin. They represent, in effect, promises of the 
United States Government to pay in gold. It is this promise to pay 
in gold, and the fact that the amount of these coins is strictly lim- 
ited to the need of trade for small change, that keeps them circu- 
lating at face value. Back of these small coins is gold, the master 
money, and we may think of.them as sent out by gold to do little 
odd jobs it does not care to bother with itself. 

For exactly the opposite reason some paper money is used. When 
large payments are to be made, or large sums carried about, it is 
more convenient to use bills than coins. A man would have diffi- 
culty carrying $100,000 in gold, let alone slipping it into his purse. 
But $100,000 in large bills can easily be carried in a purse. Paper 
money such as the various kinds we use in the United States may 
be put out for various reasons, but it always represents a promise 
on the part of some one to pay in gold, the standard money, and 
would not be accepted in exchange if people lost faith in that prom- 
ise. Before taking up for consideration the various reasons why 
paper money of various kinds and bank checks are used, we must 
pause to examine the quantity theory of money and the equation 
of exchange, or the value of money. 

g. The peculiar nature of the price and value of gold. What de- 
termines the value of gold? If gold were not used as money, its 
value would be determined as is that of other commodities. If 
some other substance were used as money and gold were not, then 
the value of gold expressed in terms of this substance would be its 
price. If its price were above costs of production, production would 
be encouraged; if below, production would be discouraged. As the 
quantity supplied increased, its price would fall strictly according to 
the principle of diminishing vendibility, demand remaining the 
same, and other changes in supply or demand would affect its 
value just as they affect the values or prices of other articles. 

In our analysis of the value of other goods, we have substituted, 
for value in general, value in terms of gold, or price, as a more pre- 
cise term and more easily understood. When the price of any ar- 
ticle goes up or down considerably, we may assume that its value 
has changed in the same proportion unless the prices of other com- 
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modities also have changed. That is to say, if the price of wheat 
rises from $1 to $2, and the prices of other things, such as coal, sugar, 
cotton, etc., have not changed, then with the price received for a 
bushel of wheat I can buy twice as much coal, sugar, cotton, etc., as 
before. Its power in exchange, or its value, has doubled. 

Since gold is the standard of value, it has no price in the sense 
that other goods have. The price of gold is simply the value of 
gold expressed in terms of money or gold, so the price of gold is 
the value of gold in terms of gold, which means nothing at all. 
There is, however, a so-called ‘‘mint price” of gold. According to 
law, gold is coined into dollars at the rate of $20.67 to one ounce of 
pure gold. The mint price may be said to be $20.67 an ounce. 
This is the price of one ounce of gold bullion in terms of gold coins. 
This price, unlike the prices of other things, remains the same re- 
gardless of changes in demand and supply. It is fixed by law. It 
has nothing to do with the value of gold or the rate at which gold 
exchanges for other things. If we made our unit of value a dollar of 
46.44 grains of gold instead of 23.22 grains, then the mint price of 
gold would be just half of what it is now — or $10.335 anounce. An 
ounce would make only half as many dollars twice as large. But 
it is likely that each of these large dollars would buy twice as much 
as the small dollars, so the change in mint price would not affect the 
value of gold in exchange. 

The only way to tell whether the value of gold has changed is to 
note whether prices of other goods in general have gone up or down. 
If prices on the average have doubled during a certain period, then 
we know that it takes twice as much money, or gold, to buy the 
same quantity of goods as before, and that gold, therefore, is only 
half as valuable as before. If prices on the average have fallen, 
then we know that gold has increased in value because with a given 
amount of it we can buy more than before. Now the value of gold 
constantly fluctuates — the general level of prices is always going 
up or down. Sometimes very slowly, sometimes rapidly. Some- 
times the period of rising prices is short; sometimes it lasts many 
years and is followed by a long period of falling prices. To under- 
stand the causes of these periods of rising or falling prices, or changes 
in the value of gold, it is necessary to consider the quantity theory 
of money and the equation of exchange. 
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1o. The quantity of gold andits value. An increase in the supply 
of gold affects its value, but not precisely in the way that an increase 
in other commodities affects their value. That is because of the 
peculiar nature of the demand for gold as money. To simplify our 
problem of explaining what determines the value of gold, we must 
make several assumptions contrary to fact. By making these as- 
sumptions we shall be able to bring out the principles more clearly. 
First, assume that gold is used for no other purpose than as money, 
and that none of it is hoarded up, but that people with gold use it 
promptly to buy other things. Second, assume that no other money 
than gold and no substitutes for money are used. Third, assume 
that only wheat, wool, and axes are bought and sold, all other goods 
being made by those who use them, and that all wheat, wool, and 
axes are sold once for gold. Fourth, assume that the quantity of 
wool produced in a year is 80,000,000 pounds; of wheat, 200,000,000 
bushels; and of axes, 10,000,000, and that each axe is worth two 
bushels of wheat or four pounds of wool. Last, assume that the 
gold is in dollars and amounts to just $10,000,000, and that it 
changes hands on the average once a week. Now, in the light of 
these assumptions, what would be the value of gold in terms of these 
other commodities, and how would a change in the supply of gold 
affect its value? 

Since there are $10,000,000 in gold, and each dollar is used fifty- 
two times in a year, there would be enough money to buy $520,000,- 
000 worth of goods. If the price of wool were $1 a pound, the price 
of wheat $2 a bushel, and the price of axes $4 each, the gold would 
be just sufficient to pay for the 80,000,000 pounds, the 200,000,000 
bushels, and the 10,000,000 axes: 

80,000,000 pounds wool x $1 = $80,000,000 


200,000,000 bushels wheat x 2 = 400,000,000 
10,000,000 axes x 4= 40,000,000 


TNS ee re ee $520,000,000 


If prices were lower, then not all the gold would be used in buying 
commodities. The prices we have given represent the equilibrium 
prices which just use up all the gold. The value of the gold per 
dollar is, then, one pound of wool, one half-bushel of wheat, or one 
fourth of an axe. The simple average price in terms of gold of the 
three commodities is $2.33. 
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Suppose now that the quantity of gold is doubled, and the total 
amount becomes $20,000,000, and that it still circulates fifty-two 
times a year. There is now enough money to buy $1,040,000,000 
worth of goods. Assuming the same ratios as before between the 
value of wool, wheat, and axes, the prices of these commodities now 
become $2, $4, and $8 respectively. At these prices their total sell- 
ing value becomes just $1,040,000,000, or equal to the purchasing 
power in gold. The average price is now $4.66, or twice the former 
average. Hach dollar is worth just half of what each was worth be- 
fore. Prices have doubled, and the value of gold per unit as a re- 
sult has fallen to half. Similar reasoning would show that doubling 
the supply again would again cut its value in half, and again double 
average price. Or cutting the gold supply in half would cut prices 
in half, and double the value of gold per unit. 

11. The quantity theory of money. The general principle here 
illustrated is referred to as the quantity theory of money, which 
holds that the value of money varies inversely with its quantity. 
To use a technical phrase defined in an earlier chapter, the elasticity 
of demand for goldis unity. It might happen that the value per unit 
or price of some other commodity would decrease exactly in pro- 
portion as its supply increased, so that the total value of the supply 
would always remain the same, but it is rather unlikely that this would 
happen. The value per unit of other commodities may fall much 
more rapidly than their supply increases, or less rapidly, depending 
upon how elastic the demand happens to be. But with the assump- 
tions made above, there can be no other outcome in the case of gold. 
The total supply will always exchange for the total quantity of com- 
modities sold for gold; the total value will therefore remain the 
same, and the value per unit decrease as the supply increases. 

The conditions assumed above are, however, entirely artificial. 
Gold is used for other purposes than money and other kinds of money 
and substitutes for money are used in buying goods. Some gold is 
hoarded up, and some is not used promptly in buying goods. Many 
different commodities are bought and sold; the quantity of commodi- 
ties varies from time to time; and some are sold not once only, but 
several times in the course of a season. Finally, gold may circulate 
more rapidly at some times than others. It would seem that all 
these facts would tend to invalidate any conclusion drawn from the 
artificial conditions assumed. 
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12. The equation of exchange. They do in fact invalidate the 
conclusion that prices vary directly with the quantity of money. 
In that crude form the quantity theory of money is not sound. 
Nevertheless, there is much truth in it — prices do tend to vary with 
the quantity of money. Why this is true can be explained by means 
of what Irving Fisher calls the-equation of exchange, which he 
writes thus: 

MV + M'V’ = PT 


The equation of exchange represents the same general principle 
represented by the crude quantity theory of money, but takes into 
consideration actual business conditions, which in the preceding 
sections were left out of consideration. In the equation above, M 
stands for money; V for velocity of circulation of money; M’ for 
credit, or, more precisely, bank deposits subject to check; V’, for 
velocity of circulation of these bank deposits; P for average prices; 
and T for the physical volume of trade. In this equation we have 
largely got away from artificial conditions. We do not assume that 
all gold is used for money nor that no other money than gold is used. 
We bring in with M’ the use of bank checks, by means of which most 
buying now is done. With V and V’ we make allowance for varying 
promptness with which people spend their money or write checks 
against their deposits in the bank. Our T represents all commodi- 
ties bought and sold and all the number of times each unit is bought 
and sold. 

In plain English then, the equation reads: The quantity of money 
times its velocity of circulation plus the quantity of bank deposits 
subject to check times their velocity of circulation equals the aver- 
age price times the total number of units of commodities sold, 
counting each unit once for every time it is bought and sold. There 
is no doubt about the truth of this statement. It is as true as that 
2 times 2is4. It is as true as that the total sum spent by buyers is 
equal to the total sum received by the sellers from whom they buy. 

13. Relation between money and bank deposits. But the stu- 
dent may ask, What does it show about the value of money? More 
than one might think. Suppose, for example, we start with a given 
quantity of money, let us say, $100,000,000, circulating 100 times a 
year; $500,000,000 in bank deposits subject to check, circulating 20 
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times a year, and a physical volume of trade of 2,000,000,000 units — 

what would be the price level? Substituting these figures in the 

place of the letters in the equation of exchange we should have: 
$100,000,000 « 100 + $500,000,000 x 20 = 


2,000,000,000 « Average Price; or $20,000,000,000 = 
2,000,000,000 x Average Price; or Average Price = $10 


Suppose now the supply of money to be doubled, what would be 
likely to happen as a result to the other factors in our equation? 
There is no good reason for thinking that the dollars would circulate 
only half as rapidly as before. People with twice as much money as 
before would be likely to spend about twice as many dollars, and the 
individual dollars for this reason would probably not circulate any 
more or less rapidly than before. V in our equation would then 
tend to remain the same, 100. Bank deposits, however, for reasons 
we can explain better later, tend to bear a rather fixed ratio to 
money. In brief, this is because banks must keep a certain mini- 
mum cash reserve against deposits — a minimum fixed either by 
law or by banking custom. But above this minimum banks are not 
likely to keep much reserve, because excessive reserves cut down 
their profits. Therefore, when money doubles in quantity we may 
expect deposits subject to check to double also, approximately.! 
But there would be no reason to think that people would draw out a 
larger percentage of their bank deposits than before during a given 
period. V’ would tend to remain the same. 17’, or the physical 
volume of trade, would not likely be much affected. About the 
same number of commodities would be produced per year as be- 
fore, and they would tend to change hands about the same number 
of times. Increasing the gold supply has no necessary direct effect 
on the quantity of wool, wheat, or axes produced. [If all this is 
true, then the average price would tend to rise exactly in proportion 
to the increase in the money supply, as may be seen if we put the 
figures given once more in the form of an equation: 

$200,000,000 x 100 + $1,000,000,000 x 20 = 

2,000,000,000 X Average Price; or $40,000,000,000 = 

2,000,000,000 x Average Price; or Average Price = $20 
Doubling the amount of money, therefore, tends to double prices. 


1 On the relation between money and bank deposits, and between bank deposits 
and the level of prices more will be said in chapters 28-30. 
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14. Doubling the quantity of money tends to double prices, but 
does not necessarily double them. But it should be noted that this 
is only a tendency. If the spending habits of the people change, if 
banking customs or laws change, if the quantity of commodities 
produced changes, or if there is a change in the number of times each 
unit of commodities changes hands, then the price level will not 
change in proportion to the change in the money supply. But it is 
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a very strong tendency and is offset only by important changes in 
these other factors. A study of the history of prices shows a 
close correspondence between changes in the money supply and 
prices. During those periods in history when the gold supply 
greatly increased, as around 1850 to 1870 and from 1896 to 1914, 
the general level of prices in the world rose. In earlier days, when 
silver was widely used as standard money, increases in the silver 
supply as well as increases in gold supply raised prices, as during 
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the sixteenth century. More recently, during the World War and 
after, we have had a remarkable example of the effect on prices of 
a vast increase in the paper-money supply — a cheap substitute for 
gold. There is a limit, however, to the extent that paper money 
can raise prices. If too much is printed, people lose confidence in 
the power of the Government that prints it to redeem it in gold, and 
refuse to accept it in exchange. It then disappears from circulation 
leaving only metallic money in use, and this forces prices once more 
back to a lower level. This happened recently in Germany, where 
prices fell back to a moderate level expressed in terms of gold after 
having risen to fantastic levels in terms of government paper money. 
In fact, we may say that paper money of various kinds and bank de- 
posits, are dependent upon the amount of gold (or silver, in silver- 
standard countries), and this tends to keep prices more or less in 
conformity not only with changes in the total money supply, but 
with changes in the gold money supply. 

Figure 10, showing the total amount of money in circulation in the 
United States, the total amount of gold, and the average level of 
wholesale prices from 1901 to 1924, illustrates clearly the close rela- 
tion between the quantity of money and prices. The price curve, 
it should be noted, expresses prices as percentages of the 1913 price 
level. 


EXERCISES 


1. Compare the relative advantages of copper and leaf tobacco as a medium 
of exchange; as a standard of value. 

2. Since gold is our standard of value it has no price in the sense that other 
commodities have. Explain. 

3. How, if at all, would the following affect (a) the value of gold and (b) the 
price of gold? 
(a) A large increase in gold production. 
(6) The printing of a great quantity of paper money. 
(c) An act of Congress doubling the size of the gold dollar. 
(d) A great expansion of production of other commodities. 

4. State the quantity theory of money; the equation of exchange. 
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CHAPTER XXVI 
SILVER MONEY IN THE UNITED STATES 


1. The Coinage Law of 1792 provided for free coinage of both sil- 
ver and gold. In the preceding chapter it was pointed out that gold 
is clearly superior to all other commodities except silver for use as 
standard money. But silver would serve all the purposes of money 
almost equally well, if not quite as well as gold. It is less portable, 
and less beautiful because it tarnishes, but in other respects its 
qualities are not inferior to those of gold. Some have held that it 
has less stability of value, but no clear case can be made out to sup- 
port this contention. Why, then, has silver in most countries been 
dropped as standard money and made to serve only in subsidiary 
capacity? We can answer that question by giving a brief sketch of 
the history of silver money in the United States. 

When our coinage system was established in 1792, gold and silver 
had long been used together in European countries as standard 
money, under what is called the system of bimetallism. Both 
metals were freely coined into coins of the same or similar names and 
denominations. Naturally the silver coins were larger than gold 
coins of the same denomination, since silver has always been cheaper 
than gold. For example, when one ounce of gold was as valuable as 
fifteen ounces of silver, a silver coin had to contain fifteen times as 
much silver as a gold coin of the same denomination contained of 
gold. If it did not, it was worth less and people preferred the gold 
coin. 

In our coinage system we followed the example set by older coun- 
tries, and started out with both gold and silver as standard money. 
Our unit of value was called the dollar, and was to consist either of 
24.75 grains of pure gold or 371.25 grains of pure silver. The silver 
dollar, in other words, was made just fifteen times as heavy as the 
gold dollar, because at that time gold was worth on the open metal 
market about fifteen times as much as silver. The law provided 
that any one who had gold or silver could bring it to the government 
mint and have it coined into dollars and receive these dollars in re- 
turn for his metal. The coins contained a small amount of alloy in 
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addition to the gold and silver in them, to make them harder and 
more capable of standing wear. When any one can take any quan- 
tity of a metal to the government mint and have it coined into 
money for himself, either free of charge or for the small charge that 
merely covers cost of coinage, we have what is called free coinage of 
that metal. We had, then, to begin with, free coinage of both silver 
and gold in the United States. Not only could both gold and silver 
be freely coined, but both the-gold dollar and the silver dollar were 
made legal tender for the payment of debts. Money is legal tender 
when a creditor must accept it in payment for a debt at face value 
unless he has expressly contracted for payment in some other kind 
of money. In addition to the gold dollar and the silver dollar, 
smaller silver coins and larger gold coins were provided for, as a 
matter of convenience in trade. 

2. Why gold was not taken to the mint. Although gold, under 
the law, could be freely coined, nobody took any gold to the mint for 
coinage into dollars. The market ratio between gold and silver was 
15.5 to 1, while the mint ratio was 15 to 1; that is to say, on the 
open metal market any one with one ounce of gold could trade it for 
15.5 ounces of silver. Under such circumstances, no one would take 
gold to the mint. Whoever had gold would trade it for silver and 
take the silver to be coined. Suppose, for example, that a man had 
100 ounces of gold. This could be coined into exactly the same num- 
ber of dollars as 1500 ounces of silver. But if he traded his 100 
ounces of gold bullion on the open market for 1550 ounces of silver, 
he could then get more silver dollars for his silver than gold dollars 
for his gold. And by law the silver dollars were just as good as the 
gold. It was a money-losing proposition to take gold to the mint. 
In actual practice the country had not a double standard of silver 
and gold, but silver alone. Under the circumstances silver was said 
to be overvalued at the mint and gold undervalued. In such cases 
the overvalued metal drives the undervalued one out of circulation. 
Even if some one were foolish enough to take the undervalued metal 
to the mint and have it coined into dollars, some one else would soon 
melt these dollars down, trade the metal for the cheaper metal — 
in this particular case, silver — and take that to the mint for coin- 
age, and thus make a gain. 

3. New silver coins victims of Gresham’s Law. Because of an- 
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other complication even our silver dollars were but little used. For. 
eign coins, mainly Mexican silver dollars, were in circulation in the 
United States and generally accepted in exchange. They were 
lighter in weight than our own new dollars, and drove the better 
coin out of circulation. Poor money, if there is enough of it, always 
tends to drive the good money out of circulation, because people 
pass the poor money on in trade, but*hoard the good money, or use it 
to pay debts outside the country, or melt it down for bullion, to be 
used in the arts. This principle is referred to as Gresham’s Law, be- 
cause Sir Thomas Gresham, in the sixteenth century, called public 
attention to the fact that the cheaper money drives the dearer money 
out of circulation. 

4. The mint ratio changed to 16 to 1 in 1834. In 1834, Congress 
changed the mint ratio from 15 to 1 to 16 to 1, by reducing the 
weight of the gold dollar to 23.2 grains, leaving the silver dollar 
the same as before. This was for the purpose of bringing gold back 
into circulation. But since the market ratio stiJl happened to be 
about 15.5 to 1, Congress by this act overvalued gold as much as it 
before overvalued silver. It now paid to take gold to the mint, but 
not silver. For example, with 100 ounces of gold one could get just 
as many dollars at the mint as with 1600 ounces of silver. Suppose, 
now, a man had had 1600 ounces of silver that he wanted to turn 
into money. He could have traded 1550 of these 1600 ounces of 
silver on the market for 100 ounces of gold, and have taken the gold 
to the mint instead of silver. He would thus have saved 50 ounces 
of silver. In 1837, a very slight change was made in the weight of 
the gold dollar, making it 23.22 grains of pure gold, just as it is to- 
day. Legally the country still had bimetallism, but in actual prac- 
tice it was on a gold standard. Gold circulated. Silver coins be- 
came scarce, and finally disappeared. 

5. Subsidiary Coinage Act of 1853. The complete disappear- 
ance of silver coins was hastened by the increase in the gold supply 
resulting from the gold discoveries in California in 1848. Since it 
was difficult to carry on trade without small change, Congress in 
1853 authorized the coinage of silver half-dollars, quarters, and 
dimes so light in weight that it would pay no one to melt them down 
for the silver in them. Two silver half-dollars thereafter contained 
only 345.6 grains of pure silver instead of 371.25 grains as before. 
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For these small coins, but not for the silver dollar, the mint ratio 
was in fact reduced below 15 to 1, or below the market ratio. But 
the mints were not thrown open to the free coinage of these coins at 
that ratio, otherwise silver would have been presented in great quan- 
tities and gold would have disappeared from circulation. Instead, 
free coinage of these small coins was stopped. Congress authorized 
the mint to buy at the market price as much silver as was necessary 
to coin enough small silver for the needs of trade. To avoid the 
danger of too many of these coins being minted, they were made 
legal tender only for a limited amount, now $10. 

6. Dropping the silver dollar — “‘ the crime of 1873.”? In 1873, 
in a revision of the coinage laws of the United States, the silver dol- 
lar was dropped from the list of authorized coins. It did not appear 
at the time that this was an important matter. Since 1834 no one 
had found it desirable to offer silver to be coined into dollars, and 
most people had forgotten about the existence of such a coin as the 
silver dollar. But since the small silver coins could not be freely 
coined, dropping the silver dollar brought an end to the free coinage 
of silver, and legally as well as in practice bimetallism no longer 
existed. At that particular time the country was on a paper-money 
basis, as a result of the Civil War. But a few years later, in 1879, 
specie payment was resumed, gold came back into circulation, and 
since that time our country has been on a gold-money basis. This 
act of Congress, to which few paid any attention in 1873, soon be- 
came a matter of violent controversy, and was later called ‘‘the 
crime of 1873” on the assumption that it represented a conspiracy 
to abolish free coinage of silver secretly by persons having a selfish 
interest in securing the gold standard. 

7. Reasons for the free silver controversy. The reason why the 
Act of 1873 became a matter of controversy was a long-continued 
fall in prices that began with the money crisis of 1873 and lasted 
with temporary interruptions until 1896.1 The fall in prices was 
caused by a combination of factors. Gold production did not keep 
pace with the enormous increase the world over in production of 
other commodities — this increase resulting from the spread of the 
Industrial Revolution and the opening-up of vast areas of new agri- 


1 This refers to gold prices. Greenback, or paper money prices, began to decline in 
1865. 
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cultural land by improved methods of transportation. At the same 
time several countries in Europe closed their mints to the free coin- 
age of silver — Germany in 1871; France, Switzerland, Belgium, 
Italy, and Greece a little later. England had taken the same step 
much earlier, in 1816. India followed suit in 1893. In line with 
what might be expected from a study of the quantity theory of 
money, prices fell. There was not,enough money being coined in 
the world at large or in the United States to maintain the old level 
of prices. If there had still been free coinage of silver, prices would 
probably not have fallen, since silver production during this period, 
owing to discoveries of rich new mines, was mounting by leaps and 
bounds. From an annual average of 63,000,000 ounces in the period 
1871-75, world production of silver rose to an average of 158,000,- 
000 ounces in the five year period of 1891-95. If the mints had been 
open to silver, the extra demand for the metal would doubtless have 
caused an even greater expansion in output. If this flood of silver 
had poured into the mints, it would probably have stemmed the 
fall in prices, and might have caused a rise in prices. 

Silver having been widely barred from free coinage and produc- 
tion of silver having enormously increased, the price of silver fell. 
The market ratio of silver to gold in 1873 was 16 to 1. In 1896, it 
was 32 to 1. Expressed in terms of gold dollars the market price of 
silver fell in that period of twenty-three years from $1.29 an ounce 
to $0.64 an ounce. The abundance and the low price of silver on 
the one hand and the falling price level on the other led to a strong 
political movement in favor of restoring free coinage of silver at the 
old ratio of 16 to 1. 

8. Sources of support for the free silver campaign. The cam- 
paign for the restoration of free coinage of silver gained support from 
various sources, and illustrates admirably the possible political 
effects of unsound economic theory. Obviously the silver-mine op- 
erators and other people benefiting from the prosperity of the silver 
mines would support such a movement because of the great addi. 
tional market it would open for silver. Free and unlimited coinage 
of silver meant an unlimited market for silver bullion. All people, 
too, who hold the naive view that more money in a country means 
better times would support any movement in favor of more money, 
and people who hold this view form a considerable proportion of the 
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population. They reason in this wise: With money a man can buy 
everything he wants if only he has enough of it. The more money 
there is in the country, the more everybody is likely to have, and 
the more things he can buy. They forget that more money means 
higher prices, and at the higher prices the larger quantity of money 
will buy no more than the smaller quantity would buy before. They 
forget that bread and meat and suits of clothes are not products of 
the government mint or the printing-press, but of the farms and fac- 
tories, and farms and factories are not increased merely by an in- 
crease in the quantity of money. 

People who are hard-pressed financially and must borrow money 
at high rates of interest also frequently believe that they could 
borrow at lower interest rates if money were more abundant. They 
forget that the rate of interest is a premium on present goods in 
terms of future goods, and that increasing the money supply neither 
increases the quantity of present goods in general nor changes the 
marginal time-preference of the people, which determines the in- 
terest rate. For a short time a large addition to the supply of 
money may depress the interest rate if it finds its way into banks 
which offer it at a low rate to increase their loans, but soon the in- 
crease in money brings its natural result, a rise in general prices, and 
an increase in the amount of money the borrower must have to buy 
a given quantity of present goods. In short, doubling the money 
supply may double the amount of money offered in loans, but since 
it also doubles prices, it doubles the amount of money demanded in 
loans, and leaves the relation between supply and demand of loans 
the same. During the period of increasing money supply and rising 
prices that follow, it may happen that the rate of interest actually 
rises. If the rise in prices is a persistent one, lenders and borrowers 
may perceive that borrowing pays because the goods that one buys 
with the money increase in value or selling price during the period 
of the loan, whereas the debt remains the same. A borrower can 
then sell the goods when the loan expires for more than he paid for 
them, pay back the loan with part of the proceeds, and keep the 
rest as profit. For example: A house is worth $5000 to-day. Last 
year it sold for $4000. Next year it may be expected to sell for 
$6000. It pays, therefore, to borrow $5000 to buy the house, hold 
it a year, sell it for $6000, pay off the loan, and pocket the difference. 
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The debtor gets the use of the house for nothing and has money left 
over, if he gets the loan for less interest than $1000, or 20 per cent. 
Naturally under such circumstances lenders prefer buying property 
themselves to lending money, borrowers become doubly eager to 
borrow, and the rate of interest tends to rise. If it should rise to 
the full logical extent, it would rise as much above the regular time- 
preference rate as would be necessary to offset the anticipated an- 
nual decrease in the value of money or increase in prices of property. 
In Germany under the recent paper-money debauch, the interest 
rate rose to above 100 per cent. Unless the interest rate does so in- 
crease, the lenders do not get back a premium on the present goods 
lent — that is, not an actual premium in buying power. In our 
example the man who lent the $5000, in effect lent the price of the 
house, but he got back only five sixths of enough to pay for the 
house a year later, when its price had risen to $6000. To net 6 
per cent in pure interest he should have got back in contract interest 
and principal 106 per cent of 120 per cent of $5000, or $6360, which 
would be just 106 per cent of the price of the house at the end of the 
year. People who expect an increase in the money supply to reduce 
the rate of interest are sure to be disappointed. For a short time 
only the rate may fall, until prices begin to rise persistently. Then 
the rate will rise, as indicated, above the time-preference level. 
Eventually, when the increase in the supply of money comes to an 
end and prices cease rising further, the old time-preference level will 
tend to be reéstablished. Nevertheless, any campaign to increase 
the quantity of money in a country is likely to gain support from 
many persons who believe that more money means lower interest. 

9. Debtors stood to gain by free coinage of silver and more 
money. There are two classes of people in a community that do 
benefit from an increase in the money supply which raises prices. 
These are debtors as a class and business men. Debtors benefit 
since they have already contracted debts and have promised to pay 
interest at a stipulated rate for a period of years, and the principal 
some years hence. We can illustrate this by the case of a farmer 
who has bought a farm for $10,000, paying for it with $5000 of his 
own money and $5000 borrowed on a mortgage on the farm at 8 per 
cent. Suppose this is a wheat farmer and that the price of wheat 
under the old price level runs about $.50 a bushel. He must then 
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sell 800 bushels of wheat every year to pay the annual interest of 
$400, and finally, to pay off the loan, 10,000 bushels in addition. If, 
now, prices double because of an increase in money, and the price of 
wheat doubles, he must sell only 400 bushels a year to pay the inter- 
est, and 5000 bushels in addition to pay off the loan. If, before the 
rise in prices, his total expenses per year had been $1100 in addition 
to the $400 interest on his loan, and his wheat crop had been 3000 
bushels worth $1500, he would just have been breaking even. After 
the doubling of prices, his expenses other than interest would have 
doubled and the price of wheat would have doubled. His total 
expenses would then be $2200 plus the $400 interest payment, or 
$2600. His crop would be worth $3000. He would be making a 
clear gain of $400 a year as a result of the rise in prices. 

Suppose that he did not pay off the loan at maturity out of in- 
come from the farm, but sold enough of the land to pay the loan. 
We may assume that the price of the farm has doubled along with 
other prices, and that it is now worth $20,000 instead of $10,000 as 
before.!. The debtor must now sell only one fourth of his farm to 
pay off the loan that paid for half his farm before. In other words, 
before prices rose, the lender in effect owned half the farm and the 
debtor half, but after the rise in prices, the lender owned one fourth 
and the debtor three fourths. 

During the period of falling prices and the campaign for free 
silver, a large proportion of our farmers, particularly in the South 
and West, were in debt much as the farmer in our example, and 
stood to gain from a restoration of free silver. Consequently, they 
could intelligently support the movement. 

10. Why business men may favor more money. Business men 
stand to gain from a period of rising prices, partly because the 
prices of some of the things they buy do not generally rise as fast 
as the prices of the things they sell, and partly because they usually 
buy before they sell, and during the period that they hold their 
goods the price increases. Thus they make an extra profit above 
what they would make in a period of stationary prices. To the ex- 
tent that business men are doing business on borrowed money, par- 
ticularly money borrowed at low rates before the rise in prices gets 
under way, they benefit also as debtors, just as the farmer of our 

1 For the basis of this assumption see Chapters X and XI, 
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example. Many business men thus support a movement in favor 
of more money. Ina later chapter we shall show why the interests 
of business men in the end are not always well served by a great rise 
in prices. 

Naturally the interests of the lenders are served better by sta- 
tionary or falling prices than by rising prices, and bondholders and 
mortgage holders may oppose an increase in the money supply in 
their own interest, and so may the working class and salaried men 
whose incomes increase less than prices. |Our main purpose here is 
to point out the sources of strength of the campaign for free silver 
that played a prominent part in our political history from the seven- 
ties to the end of the century, rather than to present a complete 
discussion of the effect of rising prices. To summarize, the support- 
ers of this movement included the silver-mine owners and others 
interested in the silver-mining industry; debtors, particularly the 
debtor farmers of the West and South; some classes of other busi- 
ness men; and those persons who always believe that more money is 
a good thing for the country. In addition, there were some who sup- 
ported the movement because they wanted to help the farmers and 
others who seemed to be suffering from the period of low prices. 
Altogether they made a powerful party and they achieved a con- 
siderable measure of success. 

11. The Silver Purchasing Acts and the Bryan campaigns. In 
1878, the free silver Senators and Representatives succeeded in forc- 
ing through Congress the Bland-Allison Act, requiring the Govern- 
ment to purchase monthly not less than $2,000,000 nor more than 
$4,000,000 worth of silver bullion to be coined into silver dollars. 
This Act remained in force until 1890, when it was superseded by 
the Sherman Silver Purchasing Act, which remained in force until 
1893. Under these two Acts in fifteen years 570,000,000 silver dol- 
lars were coined and added to the money supply of the country. 
These two measures represent the greatest success of the silver 
party, but do not mark the climax of the free silver campaign. This 
climax came in 1896, when Bryan, after a famous speech protesting, 
among other things, against ‘‘crucifying mankind on a cross of 
gold,’”’ was nominated for the Presidency by the Democratic Party, 
which had adopted the free silver issue as its own. After an exciting 
campaign, during which speakers in favor of free silver spoke feel- 
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ingly of the free silver millennium, when even small boys would be 
able joyfully to jingle an ample supply of silver dollars in their 
pockets, and the specter of hard times would be forever driven from 
the land by an avalanche of bright new silver dollars rolling across 
mountains and prairie, Bryan went down to defeat. He raised 
his head once more in the campaign of 1900, and was again clouted 
by the ‘sound money” men with their gold shillalah. His second 
defeat appears to have ended once for all the free silver movement. 
The country seems definitely committed to the single gold standard. 

12. Why bimetallism was abandoned in the United States. In 
the United States, then, bimetallism was abandoned mainly be- 
cause of the difficulty of making it work in practice — of making 
the mint ratio correspond to the market ratio. It seems to have 
died a natural death, and simply to have been pronounced dead by 
the Act of 1873 rather than to have been killed by that Act. Its 
restoration was opposed later, partly because it was against the in- 
terest of many powerful people and partly because all the important 
countries of Europe had abandoned it — mainly, it seems, because of 
the practical difficulty of maintaining it in operation. If we had 
restored the free and unlimited coinage of silver as proposed at the 
mint ratio of 16 to 1, when the market ratio was about 32 to 1, silver 
would have poured into our mints not only from our own mines, but 
from the silver markets of the world, in such great quantities that 
gold would have been driven from circulation. We should then 
have been again on a silver basis, but we should not have had bi- 
metallism. Prices would have risen to about twice the level of 
gold prices and our dollar would have fallen in value about 50 per 
cent. This would have caused great business disturbances in the 
country by which some would have been benefited and others in- 
jured. Foreign trade would have been disturbed to some extent 
because we should have had the silver standard while most of the 
nations with whom we traded had the gold standard. 

13. Bimetallism might have been saved with advantage by 
cooperative action among leading nations. It has been contended 
that if all the leading industrial countries had coéperated, they 
could have maintained bimetallism with little trouble. If all had 
adopted free coinage of both gold and silver at the same mint ratio, 
a ratio that approximated as closely as possible the market ratio at 
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the time, then the mint ratio thus adopted would thereafter have 
controlled the market ratio by the so-called compensatory action of 
gold and silver. The mints of the world would have offered such a 
great market for silver or gold at the mint ratio, it is argued, that 
the open metal market ratio could not have varied materially. If 
the world mint ratio had been fixed, say at 16 to 1, in the seventies 
when the market ratio was also 16 to 1, and if the market ratio then 
had risen to 16.1 to 1, gold coin in large quantities would have been 
melted down into bullion and traded for silver to be presented at the 
mints for coinage. This would have increased the supply of gold 
bullion on the metal market and decreased the supply of silver bul- 
lion, which would have forced the ratio back again to 16 tol. A 
change in the opposite direction would have been corrected in a sim- 
ilar way. Thus neither metal could have forced the other out of cir- 
culation in any country, unless there had been an enormous expan- 
sion in the output of the one with no substantial increase in the out- 
put of the other. This reasoning seems sound. But the nations did 
not come together on such a project, and no one nation alone could 
control the world market ratio by its own mint ratio. If we alone 
had adopted free coinage of silver in 1896 with a mint ratio over- 
valuing silver, the silver dollars we coined would have reduced 
somewhat the silver bullion supply of the world, and the gold coin 
melted down and exchanged for silver to be coined would have 
added to the gold bullion supply, but long before this could have 
brought the market ratio in line with our mint ratio, our country 
would have been flooded with silver coins and gold would have 
disappeared from circulation. Without an international agreement 
one metal had to go. On the whole, gold is somewhat superior, and 
so it is well that silver and not gold has been discarded. 

What would the world have gained by maintaining bimetallism? 
A somewhat greater degree of stability of prices. Changes in prices 
follow changes in the quantity of money — the changes in prices 
tending to be in proportion to the change in the quantity of money. 
When gold is the only standard money and the only metal freely 
coined, an increase or decrease in its supply affects prices. If both 
gold and silver were freely coined, it would be unlikely that the sup- 
ply of both would increase or decrease at the same time at the same 
rate. An increase or decrease in the one might be offset by a de- 
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crease or increase in the other, or, at any rate, its effect modified by 
a smaller change in the supply of the other. Price changes would 
then be less abrupt and far-reaching. This would be desirable. 


EXERCISES 


1. With a market ratio between silver and gold of 15.5 to 1, which metal 
would under bimetallism be taken to the mint for coinage with the mint 
ratio 15 to 1; with the mint ratio 16to1? Why would not the other metal 
be taken to the mint? 

2. Why did the Coinage Act of 1873 become a subject of bitter controversy in 
American politics? To what subsequent Coinage Acts did it lead? Give 
details. 

3. Who, if anybody, would be benefited or injured by an Act of Congress 
reducing the size of the gold dollar from 238.22 grains to 11.61 grains? 
Why? In what respects, if any, would the free coinage of silver at the 
mint ratio of 16 to 1 give different results, the market ratio between silver 
and gold being 32 to 1? 

4. Could the United States by itself alone maintain bimetallism at present 
with a mint ratio of 16 to1? Why,orwhynot? Could it maintain bimet- 
allism with a mint ratio of 50 to 1? Why, or why not? 

5. Could all the leading nations of the world acting in concert maintain 
bimetallism at present if they began by making the mint ratio equal to 
the market ratio, let us say, at 35 to 1? Why, or why not? 
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CHAPTER XXVII 
GOVERNMENT PAPER MONEY 


1. What government paper money.is. Government paper money 
consists of pieces of paper on which are printed promises of the 
Government to pay the bearer the face value in the standard 
money of the country or its equivalent. In the United States, for 
example, government paper money represents the promise of the 
Government to pay its face value in gold or silver. Since silver 
money itself is redeemable in gold, the paper money practically 
represents a promise to pay in gold. People generally refer to paper 
money as bills—as one-dollar bills, five-dollar bills, etc.,and few ob- 
serve that we have in the United States six kinds of paper money in 
common circulation. Of these six kinds of paper money or bills, 
three are government paper money and three are bank notes or 
bank paper money. The government paper money consists of the 
gold certificates, the silver certificates, and the United States 
notes, ‘“greenbacks.’’! 

2. Gold and silver certificates. We are less concerned in this 
chapter with the gold and silver certificates than with the kind of 
government paper money represented by the greenbacks. Gold 
certificates are nothing more or less than receipts given to owners of 
gold who have deposited their gold with the United States Gov- 
ernment. Their issue neither increases nor decreases the amount of 
money in circulation. They circulate in place of the same amount 
of gold money. The Government is not free to spend the gold which 
the certificates represent, but must keep all of it to redeem them on 
demand. In other words, the gold reserve behind the gold certifi- 
cates is 100 per cent. 

The reasons for issuing gold certificates are convenience, econ- 
omy, and safety. Bankers and others who handle money in large 
sums can make payments more conveniently in bills of large de- 
nominations, say $1000 bills, than in gold coin, and people who want 
to carry considerable sums of money find the paper bills more con- 


1Tn addition there is in circulation a small amount of United States Treasury 
Notes of 1890, 
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venient than gold. The use of certificates is economical because 
it saves wear on gold. Gold handled from day to day loses weight 
gradually by abrasion, but lying in the vaults of the Treasury it 
loses no weight. Again, when gold is lost by an individual, it means 
not only a loss to him individually, but a loss to the country as a 
whole unless some other individual finds it. But when an individual 
loses only a gold certificate, the country as a whole is no poorer than 
before. All that has been lost is the individual’s claim to the gold 
in the Treasury, and what he has lost has been gained by the Gov- 
ernment, representing the people as a whole. No part of the total 
stock of wealth of the country is gone; only a comparatively worth- 
less piece of paper. Gold certificates can be carried about more 
safely than gold because a man with $100,000 in $1000 bills is likely 
to attract less attention than one with a bag containing $100,000 in 
gold coin and is less likely to be waylaid by bandits. 

Silver certificates circulate in the place of the silver dollars. Like 
gold certificates they neither increase nor decrease the money sup- 
ply of the country but are merely receipts for the metal which they 
represent. Because of their great weight silver dollars are very 
unpopular in the eastern part of the United States, and people 
greatly prefer to carry the silver certificates or other kinds of paper 
money. West of the Mississippi, for some reason, people do not 
object to the silver coins, and they circulate freely. In the case of 
silver certificates the cost of printing the bills largely offsets the 
saving in the way of wear on the metal; the certificates being in 
small denominations, great quantities must be printed to represent 
a comparatively small amount of silver. Since they wear out in a 
short time, the Government must redeem them with new bills 
from time to time and has considerable outlays for printing. Gold 
certificates likewise wear out and must be redeemed with new ones, 
but since the denominations are from $10 up, the expense per dollar 
of metal in the Treasury is much less than in the case of silver. 

3. Credit money and fiat money. Quite different in origin and 
effect from gold and silver certificates is that kind of government 
paper money which represents merely a promise of the Government 
to pay and not an equal amount of gold or silver in the Treasury. 
Such promises of the Government to pay, when forced into circu- 
lation by being made legal tender in payment for debts, are called 
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“fiat money,” from the Latin word, fiat, meaning, “‘let it be done.” 


The Government in effect says of a piece of paper with its promise 
to pay on it, let it be money, and itis money. If the Government 
maintains a cash reserve on hand out of which it can redeem any of 
this money that may be presented for redemption, it is called 
“credit money.” If the people have faith in the financial integrity 
of their Government, and the Government manages to keep on 
hand gold enough to redeem this paper money upon demand, it will 
circulate readily and be generally as acceptable as gold itself. It 
is not necessary that the Government keep a 100 per cent gold re- 
serve. Possibly 10 per cent would be sufficient so long as confidence 
prevailed and not more than 10 per cent of the bills were presented 
for redemption at the same time. So long as the Government re- 
deems such money promptly upon demand, it is called ‘‘convertible 
paper money” — that is to say, it is convertible into gold. But 
when the Government is unable or unwilling to redeem it upon de- 
mand, it is called “‘inconvertible.” The terms “convertible paper 
money” and “credit money” are synonymous; as are also the 
terms “fiat money”’ and “inconvertible paper money.” 

In the United States we have had two notable experiences with 
inconvertible government paper money — the first in the days of 
the Revolutionary War and the Continental Congress, and the 
second in the Civil War and the years that followed up to 1879. 

4. Why credit money is issued. Let us note why credit money 
comes into existence. The primary reason is financial embarrass- 
ment of the Government. The secondary reason is that many 
people believe it is a good thing for the Government to print paper 
money, and many others see no particular harm that can come from 
such action. Governments always need money to meet govern- 
ment expenses — salaries of government officials, clerks, special 
agents, research workers; army and navy expenses; supplies for the 
various government departments; public buildings, river and har- 
bor improvements, etc. The money to meet all these expenses may 
be raised by taxation, by borrowing, by government business en- 
terprises, or it may be printed on the government printing-press. 
To understand now which of these methods is likely to be used, we 
must remember that the Government consists of a small body of 
men who either have selected themselves or have been selected by 
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the rest of the people to govern the country, according to whether 
the Government is an autocracy or a democracy. In either case 
the Government — the men in power — try to please the people. 
Otherwise the people in an autocracy will rebel and begin to chop off 
government heads, and the people in a democracy will ‘‘turn the 
rascals out”’ and choose men more to their liking. 

Of all methods of courting popularity with the people, taxing 
them is the worst. Taxation must be kept moderate if the people 
are to be kept at all satisfied with their Government, and even then 
resort must be had to such expedients as indirect taxes not per- 
ceived to be taxes by those who pay them, or to taxes bearing lightly 
on those capable of turning the Government out and heavily on 
those not in a position to cause the Government trouble. All this 
limits the Government’s power to raise money by taxation. But 
the very people who want taxation kept down want the Government 
to do many things for them. Most people are indeed inclined to 
believe that the Government has magic powers by means of which 
it could make everybody rich if only it were willing to do so. A 
Government which is not ostentatiously active in making everybody 
rich is almost in as great danger of becoming unpopular as one that 
taxes the people heavily. Called upon to do many things for its 
people, but being unable to pay for all the things to be done by 
taxation, the Government may borrow. When it borrows, how- 
ever, it must pay interest on its loans, and as the loans mount up 
the annual expenditures for interest payments may become as high 
as or higher than all other expenditures combined, and, besides, the 
loans must finally be repaid. Borrowing is just a temporary way 
out of the difficulty. Moreover, when a Government borrows the 
people grow dissatisfied with it, borrowing, particularly during 
times of peace, being considered evidence of mismanagement of 
government affairs. Going into business does the Government 
little good, since government business is usually not so well man- 
aged as to do more than pay expenses, unless the Government has 
a monopoly, and government monopolies charging high prices for 
their products may also make the Government unpopular. Such 
monopolies are recognized by the people as merely another means 
of taxing them. 

~ Suppose now that the Government, being short of funds to meet 
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various pressing obligations, and not being in a position to raise 
more money by taxation, loans, or business operations, resorts to 
printing promises to pay, making them legal tender, and passes 
them out in payment to all to whom it owes money. Undoubtedly 
such a procedure would arouse much opposition and cause dismay 
in many quarters. But it would meet with favor in other quarters. 
All that great body of people who believe that the more money there 
is in a country, the more money everybody has a chance to get — 
and the more things everybody, therefore, will be able to buy — 
would shout loud the praises of the Government. All who wanted 
to borrow money and who thought that increasing the money supply 
reduces the interest rate would welcome the new government policy. 
Many who recognized that increasing the money supply means 
rising prices and who stood to gain from rising prices would be 
pleased at the prospect. Here would be included debtors as a class 
and many business men. Many others would approve the new pol- 
icy of the Government because they were opposed to additional 
taxes, disapproved of government borrowing at high interest rates, 
and looked with favor upon all the good things the Government was 
providing for the people. Many who would inevitably in the near 
future be injured by the new issues of paper money would gain 
temporarily from the business boom that rising prices engender, as 
wage-earners, who in a period of rising prices find more steady em- 
ployment at higher money wages than before, and they would think 
well of the Government that brought this prosperity. How they 
would eventually lose as the result of the rising prices and the busi- 
ness boom that developed as a result can be discussed more conven- 
iently in our chapter on Bank Credit and Business Cycles. There 
would be few who would suffer immediate injury from the paper- 
money policy and still fewer who would understand the principles of 
economics well enough to realize that inevitable disaster overwhelms 
a country which resorts to the immoderate use of government paper 
money. In the light of the facts here set down, it is not surprising 
that Governments have in many countries again and again resorted 
to the policy of printing paper money to pay their bills. It would 
in fact be surprising if Governments had not done so. 

5. Apparent advantage of a moderate issue. Let us now note 
the logical results that follow from the issue of credit money. If the 
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amount issued is comparatively small and the Government is able 
to maintain a gold redemption fund large enough to redeem all 
notes presented without delay, no serious results need follow. The 
price level in the country will tend to rise in proportion to the in- 
crease in the money supply. .The reader should perhaps be re- 
minded that such paper money, unlike gold and silver certificates, 
actually increases the total money supply in the country by the 
amount of the issue minus the gold reserve that is kept on hand to 
redeem it. If, for example, the Government prints $100,000,000 
in credit money and sets aside $10,000,000 in gold coin as a redemp- 
tion fund, and then puts the $100,000,000 of paper in circulation, it 
has added $90,000,000 net to the money in circulation — having 
withdrawn $10,000,000 in gold and added $100,000,000 in paper. 
Once the $100,000,000 in paper has been put in circulation, it may 
be kept in circulation by the simple expedient of having the Gov- 
ernment pay out again each bill it is called upon to redeem in gold. 
It can maintain the gold redemption fund at $10,000,000 by adding 
to it, whenever it falls below that sum, gold collected in taxes, which 
it would pay out in salaries, etc., if it did not pay out the paper 
money instead. If the issue is kept down to moderate size, as just 
stated, nothing serious need happen. It might even be argued that 
the policy has been wise, since the Government in effect has paid for 
$100,000,000 of goods and services at an expense of a small amount 
for printing and $10,000,000 in gold tied up in the redemption fund. 
It seems to have gained practically $90,000,000 by the transaction. 
To be sure, it has promised to pay the holders of the paper money in 
gold, and therefore owes $100,000,000. But so long as it reissues 
the paper money as often as it is redeemed, it can keep on owing that 
sum. The Government pays no interest to the holders of the notes, 
so in effect it has a loan of $90,000,000 without interest until it 
chooses to redeem the paper money and destroy it. If the Govern- 
ment had borrowed $90,000,000 at 5 per cent it would have annual 
interest payments of $4,500,000 to make. As a financial device of 
the Government such an issue of paper money might be considered 
a good thing. 

In the foregoing example of the issue of a moderate amount of 
credit money — $100,000,000 — the Government seems to have 
gained to the extent of saving the interest on a loan amounting to 
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the difference between the $100,000,000 and the cash reserve of $10,- 
000,000, or $4,500,000 a year with interest at 5 per cent, or the 
people have been saved taxes amounting to $90,000,000, one or the 
other. A moderate rise in prices might have followed the issue of 
the paper money and the consequent increase in the total money 
supply. Nobody seems to have lost. A net gain seems to have 
been realized — something for nothing. 

6. A real net gain is possible from a moderate issue. Have the 
people of the country really gained thereby? It is obvious that 
merely printing $100,000,000 in paper money has added to the quan- 
tity of neither producers’ goods nor consumers’ goods in the coun- 
try. The gain is an imaginary one — fictitious. If the people asa 
whole had paid more taxes to the Government in the form of gold, 
they would have got back gold from the Government instead of 
paper money or promises to pay gold. If the people had lent money 
to the Government, they would have received interest-bearing pro- 
mises to pay, not non-interest-bearing promises to pay, and the Goy- 
ernment would have met its payments with cash, not with pro- 
mises to pay. On the whole, our analysis up to this point indicates 
that nothing has been either gained or lost in this case by the issue 
of paper money. 

There is, however, a possibility that the issue of paper money may 
bring a net gain to the people of the country that issues the money. 
Suppose that in the United States the price level is raised by the ad- 
dition of $100,000,000 of paper money. ‘This increase in the price 
level makes this country a better country in which to sell goods and 
a worse country in which to buy goods than before. As a conse- 
quence imports of goods increase and exports decline to some extent. 
If before the change we had just managed to pay for all the goods 
and services which we bought from other countries with the goods 
and services which we sold to them, then there would have been no 
balance to be paid in money either way. Now, suppose after the 
rise in prices in this country and the consequent increase in imports 
and decline in exports, we should have an unfavorable balance of 
trade to be paid for, as such balances are in practice, in gold, and 
suppose that the unfavorable balance continues until we have paid 
out $80,000,000 in gold, at which time our loss in gold and other 
countries’ gain in gold would, let us assume, have restored the for- 
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mer relation of prices and brought an end to the unfavorable bal- 
ance of trade. 

What, now, would have been the net result? We should have 
less gold by $80,000,000 than before, and $80,000,000 worth more of 
other goods than we should otherwise have had, that sum measuring 
the value of our decrease in goods shipped out of the country plus 
the increase in the value of the goods shipped in. But in place of 
the gold we shipped out we should have the government paper 
money, which, so long as people accept it readily, serves the purposes 
of a medium of exchange within the country just as well as gold. It 
might well be argued that here is a net gain. It is true we have no 
more actual goods, including gold, in the country because of the 
issue of the paper money, but for some of our gold we have substi- 
tuted paper, which serves as well as gold as a medium of exchange, 
and for the gold we got $80,000,000 worth of consumers’ and pro- 
ducers’ goods. 

From another point of view, too, there appears to be a net gain 
possible. The increase in prices that results from the paper money 
naturally means a decline in the value of gold. Gold-mine opera- 
tors’ expenses of mining would rise and it would become unprofit- 
able to operate some low-grade mines. This would cause these 
mines to be closed and the labor and materials used up in mining 
gold would be devoted to the production of other goods. We should 
then have less gold produced, but more other goods. But our paper 
money would serve as a medium of exchange as well as the gold that 
would have been mined, and we should have the additional other 
goods as a net gain resulting from the issue of paper money. It 
may be observed that the gain in our first case could be realized not 
by all countries, but only by those that exported gold. And the 
gain in the second case could be realized only by countries which 
were gold producers and reduced the amount of labor they devoted 
to mining gold. Apparently a case has been made out in favor of 
printing government paper money in moderate amounts. But we 
must note that we have been assuming there is a gain to be realized 
only if the paper money serves the purpose of a medium of exchange 
as well as the gold money for which it is substituted. Let us inquire 
further into the probable results of the resort to government paper 
money. 
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7. Government paper money breeds more paper money. Oncea 
Government has begun the policy of issuing credit money, it is hard 
to stop with a moderate quantity. The rising prices brought by the 
additions to the money supply foster a business boom, rising interest 
rates, and in general a greater demand for money. Furthermore, 
the Government itself finds its expenses rising with the rising prices, 
and this puts it under pressure to issue still more paper money, which 
will still further raise prices, and so on over and over. Special 
beneficiaries of rising prices bring their influence to bear to keep the 
printing-presses at work. Government officials themselves, observ- 
ing their own power over the course of prices, may buy commodities 
for speculation on borrowed money and then issue more government 
money to make their commodities rise in price to their own profit. 
In short, once the printing-presses are started, they are hard to stop 
and gain momentum as they run. 

8. Results of immoderate issues of government paper money. 
Let us see now what is likely to be the natural result of immoderate 
issues of paper money. ‘The great rise in prices that follows the 
great increase in the total supply of money stimulates imports into 
the country and checks exports, for reasons already stated — the 
country becomes a good country in which to sell and a poor one in 
which to buy. The excess of imports eventually tends to be paid for 
in gold, not paper money, since the paper money is not likely to be 
accepted in exchange outside the country, particularly if there is 
any reason to distrust it. Gold is, therefore, gradually driven out of 
the country. If the issue of paper money continues, gold soon prac- 
tically disappears from circulation, having either been exported or 
hoarded up by people who foresee financial trouble ahead. After 
considerable gold has been exported, the Government begins to have 
difficulty in keeping up the redemption of its paper money, being 
able to collect little gold from the people in taxes. Once this diffi- 
culty becomes known, confidence in the redemption of the paper 
money wanes and what gold is left in the country is hoarded against 
the time when the paper money depreciates in value. Hoarding of 
gold brings an end to the power of the Government to redeem its 
paper money in gold, and the country sinks to a paper money basis 
— prices no longer mean a certain quantity of gold, but merely 
promises of the Government to pay that quantity of gold. The 
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credit money, or convertible paper money, thus naturally degener- 
ates into fiat money, or inconvertible paper money. How high 
prices will go after gold disappears depends upon the amount of 
paper money issued — and the degree of confidence still left in the 
paper. So long as it is generally accepted in exchange, prices tend 
to rise in proportion to the additional quantities issued. If the 
printing presses keep on turning it out more and more rapidly, as is 
likely to be the case, it becomes evident to all thinking persons that 
the Government will never be able to redeem its money at face 
value, and that it may never redeem it at all, and that its value as 
money must grow less and less with every increase in quantity. 
Now money which is gradually and surely becoming worth less 
and less per unit is in danger of being refused in exchange for goods. 
If people do accept it, they hurriedly get rid of it again by buying 
anything they need or even things they do not need. People with 
goods to sell try to anticipate the inevitable rise in price and decline 
in the value of money by asking fantastic prices, so that buyers 
never seem to have enough money for their needs, and this leads to a 
clamor for still more money. The money in fact falls in value more 
rapidly than it increases in quantity, and there is an actual shortage. 
Speculation runs wild, since no matter how high the current price 
may be, a higher price will soon be offered. To save money becomes 
foolish, since the longer one keeps it the less it will buy. To lend 
it is equally foolish, since what one gets back is only a fraction of 
what one lent, unless one gets 100 per cent on his loan, or more. 
Even to work for salary or wages becomes foolish, since the amount 
of money one agrees to work for buys practically nothing when one 
gets it — prices rise so fast and salaries and wages so slowly. Even- 
tually people refuse to accept the worthless paper any longer as 
money, and having no other money to use in exchange resort to 
trade by barter. The final chapter of the story is then written — 
the Government repudiates, confesses its inability to redeem its 
paper, and acknowledges its own bankruptcy. 

9. Robbing Peter to pay Paul. Now what has been gained by 
this process? Some men have grownrich. Business men constantly 
on the alert to take advantage of the rising prices by buying cheap 
and selling dear, or rather by buying high and selling higher, make 
huge gains, particularly if they borrow boldly on a large scale and 
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pay later in money worth only half as much as the money they bor- 
rowed. If the rising prices continue over a period of several years, 
such men, by pyramiding their gains, can manage to become fabu- 
lously wealthy, being careful always to keep their gains in the form 
of substantial property — land, factories, mines, etc., all heavily 
mortgaged, and not in money, mortgages, or bonds. Government 
officials or their friends or confidants are in a position to speculate 
safely in this way because they know in advance of others how fast 
and far the rise in prices is likely to go. Debtors benefit, since they 
may pay off long-standing debts in practically worthless paper — 
some who were on the verge of ruin emerging with great fortunes. 

But all that these have gained, and more, others have lost. Every 
person loses who holds bonds, mortgages, or other promises to pay 
in money — the savings of a lifetime may be swept away by the 
fall in the value of money. Whoever holds money itself for any 
considerable period of time loses part of its value. Wage-earners 
lose, because the cost of living rises more rapidly than wages. Sal- 
aried workers lose even more than wage-earners, because salaries are 
more fixed than wages. All persons lose who are living on more or 
less fixed incomes in terms of money, as the purchasing power of 
their incomes declines. Beneficiaries of insurance policies lose. The 
insurance, which a man expected to keep his dependents in com- 
fort, may not pay his funeral expenses. 

When the inevitable smash comes, business is disorganized. 
Factories close. Workmen out of work, and facing starvation, bring 
the danger of political revolution. Business failures occur on whole- 
sale scale. Banks temporarily suspend. The plight of a country 
after such a paper-money spree reminds one of the sad condition of 
a drunkard the morning after. Recovery from the collapse is slow. 
It may take years to restore prosperity and a sound monetary sys- 
tem. 

10. Fiat money most commonly issued under stress of war. We 
may conclude that the issue of government credit money is a lapse 
from the straight and narrow way by Governments and is likely to 
bring weeping and wailing and gnashing of teeth. It is in time of 
war that such lapses are most likely to occur, for it is then that 
government expenditures are greatest and the need for means of 
payment most pressing. Military necessity is the excuse for many 
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blunders. Who can oppose the printing of paper money if it is done 
in the name of Liberty, or for Gott und Kaiser, or for Humanity? 
Our own Government issued inconvertible paper money in the 
Revolutionary War, and again in the Civil War. In the first case 
virtual repudiation followed. In the second, the total amount is- 
sued was so moderate that redemption remained possible. Of the 
$450,000,000 of greenbacks issued during the Civil War, part were 
later redeemed at full value, and the rest were kept in circulation as 
a concession to the cheap-money party that wanted free silver. 
Against the $346,000,000 of greenbacks still outstanding an ample 
gold reserve is maintained, and nobody doubts the ability of the 
Government to redeem these notes on demand. 

During the World War our Government did not resort to the issue 
of government credit money, but it did encourage an enormous 
expansion of bank credit with somewhat similar although less 
dangerous results. All the other countries involved in the World 
War did, however, resort to the issue of paper money either directly 
or through government-controlled banks. In Russia, Germany, 
Austria, and others expansion went on to virtual repudiation. In 
France, Italy, and England, and others, expansion was checked 
short of the stage making virtual repudiation necessary, but not 
short of the stage that makes redemption at face value improbable 
in some cases. 


EXERCISES 


1. Name and distinguish from one another three kinds of government paper 
money in use in the United States. 

2. What are the reasons for the issue of gold certificates? of credit money? of 
so much credit money that it becomes inconvertible? 

.8. Colonel Sellers, a character in Mark Twain’s The Gilded Age, advocated 
the issue of paper money based not merely on gold, but on all commodi- 
ties, in order that the people of the West might have plenty of money with 
which to develop the country. Discuss the wisdom of the project. 

4, Theoretically a country may gain a net advantage from the issue of a mod- 
erate amount of government credit money backed by a substantial gold 
reserve of perhaps 30 to 40 per cent. Explain how the advantage is gained. 
Be careful, in your explanation, to avoid fallacies. 
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CHAPTER XXVIII 
BANK DEPOSITS AND BANK NOTES 


1. Classes of banking institutions. We have now discussed gold 
money, silver money, and government paper money in their relation 
to the price system. ‘To complete the discussion of money and the 
quantity of money in relation to the price level and business activi- 
ties, we must consider bank notes and bank deposits. Bank notes 
are money, something like government paper money, issued by 
banks instead of by governments; and bank deposits serve as a sub- 
stitute for money. Both affect the price level and have very import- 
ant economic effects. 

There are five classes of banking institutions in this country — 
savings banks, investment banks, trust companies, commercial 
banks, and bankers’ banks. With the first three kinds we are not 
particularly concerned in this chapter, since they provide the coun- 
try with neither money nor a substitute for money as do the com- 
mercial banks and bankers’ banks. That is to say, they do not as 
long as they stick strictly to the business implied by their names. 
Often, however, these three classes of banks engage in commercial 
banking operations in addition to their regular business. To the ex- 
tent that they do this, they become commercial banks and must be 
considered along with other commercial banks. There is a ten- 
dency also for commercial banks to invade the field of the savings 
bank, the investment bank, and the trust company, so we are com- 
ing to have what may be called “department banks,” something 
like department stores. Perhaps we should say, then, that in this 
chapter we are primarily interested in commercial banking opera- 
tions rather than in commercial banks. 

2. Savings banks and their services. We will dismiss savings 
banks with a few words. They are banks which accept deposits 
from savers. Upon these deposits they pay interest, provided they 
are left with the bank for a stipulated time. The banks can afford 
to pay interest on deposits because they invest the savings in inter- 
est-bearing bonds or other safe investments. Savings banks can 
pay their operating expenses or make a profit by paying something 
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less in interest on deposits than they receive in interest on the in- 
vestments they make. They pay, for example, 4 per cent on de- 
posits and invest in 5 per cent bonds, thus clearing 1 per cent. At 
that rate they would pay out in interest, on deposits of $1,000,000, 
$40,000 a year, and receive from their investments $50,000 a year, a 
gain of $10,000. Depositors cannot write checks against savings 
deposits, as against an ordinary checking account, and cannot, 
therefore, use their deposits as a means of buying goods. When the 
banks invest these deposits in bonds — railroad bonds, for example — 
they are in effect lending the railroads the money deposited by the 
savers. The savers, through the agency of the savings bank, have 
given up to the railroads their power to buy goods. By this opera- 
tion, it should be noted, there is brought about no increase in money 
in the country nor increase in buying power — the savers give up 
just as much as the railroads get. 

The service performed by savings banks consists in this: They col- 
lect small sums from people having small incomes, pay interest on 
these savings, and invest them in larger sums in good securities. 
They help the saver to save and reward him for saving, thus stimu- 
lating thrift. They make this money available for business enter- 
prises of a sound character and for public improvements by local, 
state, and federal Governments. Through the savings banks the 
small savers can combine their small sums and help railroads to im- 
prove their roads and equipment, cities to pave their streets and 
install sewer systems, and States to build public highways. Thus 
the savers help to build up the country for the benefit of all and 
gain a private income for themselves with money which they might 
otherwise have wasted in frivolities. 

3. Investment banks and trust companies. Investment banks 
are something like savings banks, but they tend to reverse the op- 
erations. They lend first and look for the savings afterward. That 
is to say, they buy large blocks of stocks or bonds from corporations 
or Governments and then seek buyers to whom they can retail what 
they have bought on a wholesale scale. An investment banker 
may, for instance, buy a $1,000,000 bond issue from a city that 
needs the money or loan to extend its sewer system. He then sells 
these bonds at a profit, if he can, to investors, including perhaps 
savings banks — a small batch here, another batch there, until he 
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has disposed of the whole lot. Then he is ready to buy another 
block of stocks or bonds and repeat the operation. This also is a 
useful function, but it does not add to the money supply of the coun- 
try nor provide any substitute for money. It merely transfers 
money or buying power from one party to another. 

Trust companies originally were institutions that performed the 
work of trustees. They received sums of money to be held in trust 
or invested for others, for widows and orphans, for example. They 
acted as custodians of other valuabie property, and served as execu- 
tors of rich men’s estates, etc. They still perform all these services, 
but, as already indicated, they have tended to spread out in their 
business, and many trust companies now serve also as savings 
banks and investment banks and as commercial banks. 

4. Commercial banks and their main purpose. We come now to 
commercial banks, with which we are mainly concerned in this chap- 
ter because in the form of bank notes they provide part of the 
money of the country and, what is of more moment, that important 
substitute for money, bank deposits subject to check. 

Commercial banks are banks whose most important service con: 
sists in making short-term loans to business men. They accept 
cash deposits as do savings banks and sometimes pay interest on 
such deposits. They also make investments in stocks and bonds 
and mortgages, but such activities of commercial banks, although 
important and becoming more so, are only incidental to their main. 
purpose — the making of short-term loans to business men. It is 
through such loans that commercial banks make most of their pro- 
fits, and through such loans that they affect the money supply of 
the country and the level of prices. 

The peculiar thing about most of the loans made by commercial 
banks is that they are not made in actual cash, but in the form of 
promises to pay cash. Another way of saying this is that banks lend 
credit, not cash. A commercial bank may have only $100,000 in 
cash but nevertheless make loans amounting to $500,000, or even 
to $1,000,000. This may be accomplished by means of deposits 
subject to check, or by bank-notes, or by both. We will consider 
first the use of deposits, and in order to explain more clearly the 
operations of a commercial bank, we will outline the nature of the 
operations involved from the time the bank starts in business. 
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5. Organizing a state bank. Commercial banks in the United 
States are of two kinds — state banks and national banks. State 
banks are banks chartered by State Governments and are subject 
to state regulation; national banks are banks chartered by the Fed- 
eral Government and are subject to federal regulation. The rea- 
sons for government regulation will appear more clearly later on. 
Let us assume now that we are organizing a state bank. ‘The first 
step is to get not less than five men to agree to start a bank, each 
putting a certain amount of money into the business. Having 
made up their minds about the amount of capital they will put in 
and other details of organization, they apply to the State Govern- 
ment for a charter. If the State Government approves the appli- 
cation, they get their charter, which gives them the right to conduct 
a banking business under the laws of the State. 

A bank so organized is a corporation and is considered by law to 
be a legal person, a business organization with a personality of its 
own, distinct from the stockholders that provide the capital with 
which it begins business. As a corporation it has resources and lia- 
bilities. At the very beginning its resources consist of the cash 
subscribed by the stockholders for their stock, and its liabilities 
consist of the stock owned by the stockholders. The shares of 
stock may be thought of as receipts given the stockholders by the 
bank for the cash it received from them. The amount of the stock 
is commonly referred to as the ‘‘capital”’ of the bank, but the stu- 
dent should be sure to remember that the real capital of the bank is 
the money paid for the stock, and not the stock itself. If the bank 
were to draw up a formal statement of its resources and liabilities 
at this stage, it would read thus, provided $100,000 had been sub- 


seribed: 
RESOURCES LIABILITIES 
Cash. ..# Seiden Gus 30d $100,000 Capital stock... .. $100,000 


6. Beginning banking operations. Now suppose that the officers 
of the bank — possibly the original five stockholders themselves — 
rented a building, bought furniture and fixtures to the value of 
$10,000, and opened their doors for business. Let us suppose, fur- 
ther, that business men, wage-earners, and others came to the bank 
and deposited $5000 in cash and $10,000 in checks on other banks. 
How would the bank’s statement now look if drawn up? If we dis- 
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regard for the sake of convenience operating expenses, such as rent, 
salaries, etc., the statement of resources and liabilities would now 
read as follows: 


RESOURCES LIABILITIES 
© Sis it AY eS a $95,000 Capital stock....... $100,000 


Hixtutesd temgecn at . 10,000 Deposiisaet ini. 2: 15,000 
Due from other banks10,000 





GES Se ile a $115,000 $115,000 


Cash is $95,000 because $10,000 of the original $100,000 has been 
spent for fixtures and $5000 has been added by depositors. The 
checks brought in by depositors represent sums due to the bank from 
other banks. The depositors have been given credit for their $5000 
in cash and $10,000 in checks turned over to the bank. The stu- 
dent should note particularly that deposits are not cash, but repre- 
sent the amount that the bank owes its depositors, just the same as 
capital stock is not cash, but represents the amount the bank owes 
to its stockholders. 

It will be observed that the bank’s resources are just exactly equal 
to its liabilities. It is bookkeeping practice always to make these 
two items — total resources and total liabilities — equal each 
other, or balance. For this reason corporation statements like the 
foregoing are called “balance sheets.” If the bookkeeper finds 
upon adding up the two sides correctly, that they are unequal, he 
solves the difficulty of making the totals equal by the simple expe- 
dient of adding another item on the side that is too small. If the 
resources are smaller by $5000 than the liabilities, he adds a $5000 
item at the bottom of the resource side, and calls it a “‘deficit.”” If 
he finds, on the other hand, that the liabilities are smaller than the 
resources by $5000, he adds an item of $5000 at the bottom of the 
list of liabilities, and calls it a “‘surplus.”’ Because of the peculiar 
nature of their business, banks rarely show a deficit on their books 
as other corporations often do, but generally a surplus. 

7. Discounting illustrated. Suppose now that a little later a 
half-dozen local business men come into the bank and ask for loans 
so that they may buy additional stocks of groceries, drygoods, hard- 
ware, etc. It is a very common thing for retailers to borrow from 
’ their local bank to pay for stocks of goods, and to pay off the loans 


528 BANK DEPOSITS AND BANK NOTES 


with the money received for the goods when they sell them. If 
they are substantial business men with a reputation for paying 
their bills, the bank will be glad to accommodate them — it is just 
the thing the bank is organized to do and the main source of its 
profits. The business men will be asked to sign promissory notes for 
the amount of their loans and to leave these notes with the bank’s 
cashier as security for the loan. Each borrower may be asked to 
have a second business man sign his note for additional security to 
the bank, or to leave with the bank, as a pledge of repayment, stocks 
or bonds or other valuable “collateral”? which the bank may sell to 
reimburse itself if the borrower fails to pay off the loan when it ma- 
tures. If the current rate of interest charged by banks in that city 
is 6 per cent a year, and the loans run for 60 days, the interest on 
these loans will amount to 1 per cent of their face value. 

Suppose that the borrowers altogether sign notes for $10,000, do 
they now get $10,000 in cash in the way of loans? No. Instead of 
giving them cash, the bank is more likely to credit them with de- 
posits, but it does not credit them with the full $10,000 representing 
the face value of their promissory notes. It collects the interest of 
1 per cent in advance and credits them with deposits of the other 99 
per cent, or $9900. This is called ‘discounting the promissory 
notes,” and a loan made in that way is also called a “discount.” 
By collecting interest in advance, instead of when the loan is paid 
off, the bank gains a slight advantage. The borrowers are paying 
interest at 6 per cent on $10,000, but are getting the use of only 
$9900. On this group of transactions this advantage is in effect the 
interest on the interest, or discount, of $100, which amounts to $1. 
The important point here, however, is not the matter of the slight 
difference between a straight loan and a discount, but the fact that 
the borrowers, instead of getting cash, get credit for a deposit in 
the bank against which they may write checks. 

Let us now draw up another statement of the bank’s resources and 
liabilities: 


RESOURCES LIABILITIES 
Cash) An eae $95,000 Capital stock..... $100,000 
Bixtaness wetiatechici teen 10,000 Deposited 220 24,900 
Due from other banks. 10,000 Undivided profits. . 100 
UOANIS og yg Cas cic alt 10,000 








TOtals sSevs ctesys $125,000 $125,000 
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We assume that all other items remain as before except deposits. 
These are increased by the amount credited to the borrowers, $9900, 
or the discounted value of their notes. On the resource side ap- 
pears a new item, “loans,” which might also have been written 
“‘discounts,”’ or “loans and discounts,’”’ and on the liability side 
another new item of $100 called “‘undivided profits.” It represents 
the discount on $10,000 in loans, or the difference between the 
amount the borrowers will finally have to pay the bank and the 
amount which they can draw out by checks against deposits. 
Strictly speaking, the $100 has not been earned until the 60 days 
are up and the loans repaid. 

8. Advantage of granting loans in the form of deposits. We may 
now raise the question, What advantage does the bank gain from 
giving the business men deposits instead of cash in the way of loans? 
If the merchants immediately write checks against these deposits 
to their full amount, and these checks are at once cashed, nothing 
has been gained by the bank. It might just as well have paid them 
cash directly. But the merchants are unlikely to write checks 
against the full amount of their deposits at once. In fact, they are 
not likely to draw out all their deposits at any time, since it is cus- 
tomary for them to carry a substantial balance in their checking 
accounts for emergencies. And even if the merchants do immedi- 
ately write checks to the full amount of the deposits created by their 
loan, the bank is unlikely to be called upon to pay cash on all these 
checks, for two main reasons: 

(1) The merchants may write checks in favor of other depositors 
at the same bank. These depositors may then bring in the checks 
and deposit them to their account, not asking for the cash. 

(2) The merchants may write checks in favor of depositors in 
other banks, either in the same city or in some other city. Now it 
may happen that depositors in other banks may write checks in 
favor of depositors in our bank, who bring them in or have them 
sent in to be deposited to their account. If so, our bank may use 
these claims against the other banks to offset their claims against 
it. The two sets of checks may mutually cancel one another, and 
our bank may not be called upon to pay cash. In actual banking 
practice banks “clear” such checks through clearing houses or 
through our Federal Reserve Banks, in ways too complicated to be 
described in detail in this chapter. 
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For these reasons banks may with confidence count on being asked 
to pay out in cash only a fraction of the total amount of deposits 
which they credit to their borrowers in return for promissory notes. 
The money that is subscribed in the beginning by the stockholders 
plus the amount that is deposited from time to time by cash deposi- 
tors may therefore become the basis of loans far exceeding it in 
amount, and the source of a large income from interest on these loans. 

9. Maintaining a safe cash reserve ratio. The greatest problem 
of the individual bank and of the whole system of commercial banks 
is to determine how far in excess of cash on hand it is safe to go with 
such loans in the forms of promises to pay. Some checks against 
deposits are always coming in for which cash is demanded and must 
be paid. If the bank grants loans too lavishly, it may find itself 
some day without enough cash on hand to cash all checks presented 
— may find itself, in other words, unable to redeem its promises to 
pay. The cash that a bank has on hand to meet demands for pay- 
ment of its checks is called its ‘‘cash reserve,” or, more briefly, its 
‘reserve.’ The ratio between the reserve and the deposits, or 
demand liabilities, is called the “reserve ratio.” For example, if 
a bank has cash on hand amounting to $100,000, and deposits of 
$1,000,000, its reserve ratio is 10 per cent, because $100,000 is 10 
per cent of $1,000,000. 

Banks have found by experience that they can with safety make 
loans, and thus create deposits, many times in excess of their cash 
on hand, by the simple expedient of making all loans for short peri- 
ods—from one month to six months— and arranging these 
loans so that they are payable in a steady stream. They will thus 
have a steady stream of cash coming in to meet the steady demand 
for cash in paying checks. To illustrate this point and some others 
we will bring in one more bank statement. Let us suppose that our 
bank that we started some time ago has been running four years, 
and that the following represents its financial condition at the end 
of the fourth year: 


RESOURCES LIABILITIES 
ashe ROG OER Bs $ 200,000 Capital stock. ....... $100,000 
BStUreS!: Su F ip ised ow 6 10,000 Deposits at aint.gaik 1,100,000 
Due from other banks.. 35,000 Due to other banks... 15,000 
ORME Eta cca t eanres¢ 1,000,000 Undivided profits. ... 5,000 
DUIDIGB sccm om octet 25,000 


OUAL Secs sfouie sua tie $1,245,000 $1,245,000 
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We have in this statement two new items — “due to other banks” 
and “surplus.” The due to other banks item represents payments 
of various kinds due to other banks. It is more than offset by items 
due to our bank from other banks. Surplus of $25,000 represents 
profits made by the bank which the directors have decided to keep 
in the business instead of paying out in dividends. Surplus is an- 
other item, like deposits and capital, which the student is in danger 
of thinking of as cash. It is not cash, but, as already explained, 
merely a bookkeeping entry to show that all the other liability 
items amount to less than the total resources of the bank. It is 
the amount which the bank owes its stockholders over and above the 
sum they paid for the capital stock and the undivided profits. Hav- 
ing noted the nature of the two new items, let us note the nature 
and possible explanation of the changes in the other items. 

Our cash item has increased from $95,000 to $200,000. The ad- 
ditional cash might have come from any one or all of the following 
important sources: 


(1) Cash deposits by customers. 

(2) Checks on other banks deposited by customers and presented to 
other banks for payment. 

(3) Loans due from borrowers paid in cash. 

(4) Loans from other banks, particularly Federal Reserve Banks. 


During the time the bank was receiving cash from these various 
sources, or others, it was also losing cash mainly in the following 
ways: 

(1) Cash drawn out by depositors. 

(2) Checks of depositors cashed by others. 

(3) Cash loans to borrowers. 

(4) Dividends paid to stockholders. 

(5) Loans repaid to other banks. 

(6) Expenses of operating the bank. 


The increase in cash shown in our last statement, then, represents 
a net increase, the excess of receipts of the kinds indicated above 
over payments of the kinds indicated above. The bank must be 
careful, of course, to keep the excess from running the other way to 
an extent that depletes its cash. 

10. Ratio of loans to deposits. Loans have largely increased and 
are seen to be nearly as large as deposits. This relation in size be- 


532 BANK DEPOSITS AND BANK NOTES 


tween loans and deposits requires a word of explanation. Usually, 
as has been stated, when a business man borrows from a bank, he 
takes his loan in the form of a deposit. Each time a loan is made, 
a new deposit tends to result, equal to the face value of the loan 
discounted at the current rate for the time the loan is to run. If 
this were the only source of deposits, and if borrowers always used 
up their deposits before making new loans, deposits would tend to 
be less than loans. But, in addition to deposits created by loans, 
other deposits are made, either in cash or in checks on other banks. 
Furthermore, business men usually carry a balance in their checking 
account and make new loans before their old deposits are exhausted. 
For these reasons deposits tend to be larger than loans, and it is 
considered a healthy sign for a bank to have deposits in excess of 
loans. When the deposits are less than the loans, it is a sign that 
borrowers are not carrying large balances with the bank, that checks 
are being drawn against it more freely than other checks are being 
deposited with it, and that cash deposits are small. All this tends to 
weaken the cash reserve. 

11. What is a safe reserve ratio? Next let us observe the reserve 
ratio of our bank. Cash amounts to $200,000 and deposits to 
$1,100,000. The ratio is then a trifle over 18 per cent. If we count 
as cash reserve the excess due to our bank from other banks over 
sums due to other banks, and this may usually be done, it would 
increase cash to $220,000 and raise the ratio to 20 per cent. Is our 
bank to be considered in a safe condition when it has in cash only 
$220,000, and owes its depositors $1,100,000, every dollar of which 
they could legally demand without previous notice? Not if they 
were at all likely to come flocking in together and demand it all at 
once. But this they are not likely to do. But suppose that only 
1 per cent of the deposits were withdrawn in cash each day, would 
not the bank’s reserve of $220,000 soon be exhausted? At the rate 
of 1 per cent a day the bank would be paying out $11,000 a day. 
The bank would be safe if it had arranged its loans properly — mak- 
ing them for short terms and with even distribution of maturities. 
If they were 90-day loans on the average, the bank would have 
$1,000,000 being paid off in loans every 90 days, making new loans, 
of course, as old loans were paid off. But the new loans would be 
made in the form of deposits and the old in effect paid in cash. In 


BANK DEPOSITS AND BANK NOTES 533 


actual practice the business man who had a short-term loan at the 
bank would tend to deposit cash or checks from his daily sales with 
his bank and thus build up a balance against which he could write 
a check to pay off his loan when due. 

On the average the bank would get in each day one ninetieth of 
$1,000,000, or $11,111. Thus it would be able to take care of cash 
demands without even using its cash reserve. Taking such facts 
into consideration and others which cannot be detailed here, bankers 
realize that the cash reserve ratio need not be very high for safety. 
The stream of cash coming in from various sources feeds the stream 
of cash going out. The cash reserve is maintained to meet tempo- 
rary emergencies when the demands for cash going out become un- 
usually great or the stream coming in temporarily fails. 

How great the reserve ratio should be for safety depends upon the 
nature of the bank’s business and the general business conditions 
in the country. In some business communities at some times 5 
per cent might be sufficient. In others, 25 per cent or even more 
would represent a prudent minimum. Bankers’ banks generally 
maintain a higher reserve ratio than commercial banks for reasons 
to be explained later. The size of the ratio may be left to the judg- 
ment of the bankers of a country or a minimum may be fixed by 
law. Ifit may be presumed that the bankers as a group are honest 
and intelligent, it may be left to them. But if it is to be presumed 
that a considerable proportion of the bankers are either not honest 
or not intelligent, or both, then we fix a minimum by law. In Eng- 
land the first presumption seems to exist, but in the United States 
the latter presumption appears to exist, and we fix by law the mini- 
mum reserves that bankers must keep. 

12. Natural antagonism between reserves and profits. The 
question may be raised, Why be so particular about the minimum 
reserves required? Why not play safe and always keep ample re- 
serves? The answer is that the banker’s main source of income is 
interest from his loans and that every loan he makes reduces his cash 
reserve ratio. There comes a time when he must choose between 
limiting his income from loans and maintaining a safe reserve ratio. 

Suppose that a bank has in cash $100,000, loans of $900,000, and 
demand deposits of $1,000,000. Its cash reserve is then 10 per cent. 
If its loans are earning 6 per cent a year, it has an income of $54,000 
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a year from them. Now an opportunity presents itself to increase 
loans by $100,000. At 6 per cent this means additional income of 
$6000 a year with scarcely any additional expense. But to grant 
these loans of $100,000 will reduce the reserve ratio. The loans 
may be made only in cash or in deposits, or, if the bank has the note- 
issue privilege, in its own bank notes. Obviously making the loans 
of $100,000 in cash would be unwise, since it would wipe out the 
cash reserve. Making them in the form of deposits would bring 
deposits up to $1,100,000, if we disregard as immaterial in this case 
the discount. The cash remains the same, so the ratio drops to 9 
per cent. If the bank has the note-issue privilege, it may make 
loans in its own notes, but that also weakens its reserve position, 
since a bank must always be prepared to redeem its notes and must 
consequently maintain a reserve for that purpose. We must con- 
clude that there is a natural opposition between strong cash re- 
serves and maximum profits in banking. 

We should add, perhaps, that making investments decreases a 
commercial bank’s cash reserve just as does a cash loan. If the 
bank, for example, buys $10,000 worth of bonds, it must ordinarily 
pay for them as any other investor does, in cash, unless it borrows 
the money to pay for them. . If it borrows, there will be little profit 
left after it pays interest on its loan. If it pays in cash, it reduces 
its cash reserve by an equal amount. 

13. Bank notes compared with bank deposits. Commercial 
banks may or may not have the privilege of issuing bank notes. In 
the United States at the present time banks chartered by the States 
do not issue bank notes, since these are subject to a prohibitive tax 
by the Federal Government under the Act of 1865; but up to the 
time of the Civil War they issued bank notes in great quantities. 
From 1866 to 1914 our bank notes came from the banks chartered 
by the Federal Government, the national banks. These banks still 
have a limited note-issue privilege, but most of our bank notes at 
the present time are issued by our bankers’ banks, the twelve fed- 
eral reserve banks to be discussed in a later chapter. 

Bank notes are in some respects like bank deposits, but in some 
important respects unlike them. Both notes and deposits represent 
the bank’s promise to pay on demand. But the bank note is made 
payable to the bearer, and is properly considered a form of paper 
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money and passes from hand to hand as does other money, so long 
as people in general have confidence in the banking system or in the 
particular bank that issued it. The check against a bank deposit is 
ordinarily made payable, to the order of a designated person. The 
writer of the check writes in the space provided for that purpose the 
name of the person to whom the payment is to be made, so the check 
reads for example, ‘“‘Pay to the order of J. H. Brown.’? When 
Brown presents his check at the bank for payment, he must endorse 
it; that is, he must sign his name on the back of it. The bank will 
not pay him unless it is reasonably sure of his identity. Brown may 
take the check to a clothing store and offer it in payment for a hat, 
asking to be given the difference between the price of the hat and 
the face of the check in cash. Only if he is known to the store- 
keeper, or has some convincing evidence that he is the Brown desig- 
nated on the check and that the check is good, will the check ordin- 
arily be cashed for him. If it is cashed, he first endorses it and then 
the storekeeper in turn endorses it when he presents it for payment 
at the bank. It is evident, then, that checks do not circulate as 
readily as do bank notes. They may pass through the hands of 
several people, each of whom endorses them, but generally they are 
carried pretty directly to the bank for payment or to be deposited 
to the account of the bearer. 

It should be noted that it is the bank deposit, and not the bank 
check, that represents the bank’s promise to pay. The check is an 
order written by a depositor against his deposit. There is always 
the possibility that the person who writes the check may not have 
any deposit in the bank, and then the check is worthless. Before a 
check is acceptable in exchange, the man who accepts it must be con- 
vinced of the reliability both of the bank and the writer of the 
check and of the person who presents the check. But a bank note 
is the direct promise of the bank to pay, carefully engraved on 
special paper and hard to counterfeit. For it to pass readily from 
hand to hand as money, only confidence in the bank that issues it is 
required. Bank notes, being generally acceptable, may wander 
far from the issuing bank and remain in circulation for months or 
years before being returned to the bank for redemption. 

14. Desirability of legal regulation of bank note issue. Unless 
the issue of bank notes is safeguarded by law, the right of issue is 
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likely to be abused by unscrupulous bankers. If bank notes have 
become favorably known in a country and pass readily in exchange, 
people are likely to pay little attention to the name of the particular 
bank that issues them and to accept notes from all banks alike. 
Dishonest bankers, relying upon this faith of the people in bank 
notes, and counting upon the probability that few of the notes they 
issue will soon be presented for redemption, may issue great quan- 
tities of notes without making adequate provision for redemption. 
Honest bankers keep on hand cash reserves sufficient to meet all 
probable demands for redemption and are ordinarily able to re- 
deem all notes put out. Dishonest bankers, however, may make 
loans freely, pay out their bank notes in exchange for the promissory 
notes of their borrowers, receive payment on loans made in cash, 
and thus accumulate wealth, which they may use for their own pur- 
poses — perhaps in high living or speculation. After a time, when 
they have flooded the country with their notes and these begin to 
come home for redemption in uncomfortable amounts, the dis- 
honest bankers may gather up all the money they have on hand and 
abscond. Or possibly by shrewd legal maneuvers they may manage 
to remain at home, keep their ill-gotten gains, and escape paying 
their notes by the convenient process of bankruptey. For this 
reason alone it is desirable to put limitations upon the freedom of 
bankers to issue bank notes. There are other reasons. 

15. Difference between bank loans and other loans. It has 
already been stated that one peculiar thing about loans by bankers 
is that they are not, like other loans, the result of saving. It is not 
necessary for a banker to reduce his spending to increase his lending. 
It is only when a bank lends in cash that its loans are like other 
loans. When it lends by means of granting deposits or by printing 
its own notes, it is lending, not cash, but promises to pay cash, and, 
for reasons outlined in this chapter, it is safe for banks to make loans 
many times greater than the cash they have on hand. Beginning 
with $100,000 in cash, a bank can make loans in the form of deposits 
to ten times that amount, or more. Now it is obvious that the bank 
may lend more buying power than it gives up itself, and more money 
than the bankers have saved. The bankers may have saved only 
the $100,000 they start in business with and lend to others $1,000,- 
000. If customers deposit another $100,000 in cash, the bank may 
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make this the basis of several hundred thousand dollars of additional 
loans. Since the deposits are used in the form of checks by the 
borrowers as a substitute for cash, they have the same influence 
on prices as that much money, as we have already explained in 
our discussion of the equation of exchange. Expansion of bank 
deposits tends to make the level of prices rise, because it represents 
additional purchasing power in the country and does not by any 
magical process increase the quantity of available goods. The issue 
of bank notes may bring the same results, and expansion of note 
issue is likely to proceed to greater lengths than expansion of de- 
posits unless regulated by law, since the bankers are less likely to be 
called upon to redeem notes than to cash checks drawn against their 
deposits. 

Without regulation by law the expansion of loans by means of 
deposits and bank notes is limited, on the one hand, only by the 
demand for loans and the security offered by the borrowers, and on 
the other hand, by the desire of the bankers to maintain a safe cash 
reserve for the purpose of meeting all demands for cash that are 
likely to be made. 

The incentive for expansion is the business men’s desire, on the 
one hand, to expand their operations by means of bank loans, and 
the banker’s desire for profit, on the other. Our next chapter will 
be devoted to a discussion of the conflict between profits and safety, 
and to the economic consequences of expansion of bank credit, as 
these consequences appear in the business cycle. 


EXERCISES 


1. In what forms may commercial banks make loans? In what form do they 
make most of their loans? Why? 

2. Explain how it is that a commercial bank with a capital of only $100,000 
may make loans of more than a million dollars? 

3. A certain bank’s capital was $100,000, its cash reserve $150,000, and its 
deposits $1,200,000. Its loans averaged about $1,000,000 during the year 
and its discount rate was 6 per cent. What was its cash reserve ratio? 
What percentage of its capital did the income from its loans represent? 

4. Why is it dangerous for a commercial bank to have a low cash reserve 
ratio? Why do not banks always maintain a high cash reserve ratio, and 
avoid danger? 

5. One peculiar thing about bank loans is that they do not ordinarily result 
from saving, as other loans do. Explain. 

6. Why does the expansion of bank loans tend to raise the general level of 
prices? 
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CHAPTER XXIX 
BANK CREDIT AND BUSINESS CYCLES 


1. A business cycle defined. The economic history of the United 
States and of other leading industrial countries since the Industrial 
Revolution has consisted largely of one business cycle after another 
at more or less regular intervals of time. A business cycle consists 
of a number of stages of activity through which business as a whole, 
or any particular industry, passes during the course of several years. 
Each cycle embraces a period of business depression, a period of re- 
covery, a period of prosperity, a period of boom conditions and grow- 
ing financial strain, and a crisis sometimes resulting in a financial 
panic. The crisis or panic is followed by a period of depression — 
the first stage in the next cycle. 

2. No exact periodicity of cycles. Although such cycles have fol- 
lowed one another more or less regularly in the United States, it 
must be understood that there is no exact periodicity. In fact 
there could not be an exact periodicity. If there were, people would 
learn to predict just when the crisis would occur, and a crisis is not 
likely to occur at the expected time if it is generally foreseen. The 
time between the bottom of one depression and the next may be 
as short as two years, or much longer. The most common interval 
during the last quarter of a century has been three or four years. To 
complicate matters, and to make it more difficult for business men 
to realize at any given time just where they are in the cycle, there 
are cycles within cycles. For example, a period of depression was 
followed by a period of revival in 1896, after the election of McKin- 
ley and the defeat of Bryan. Recovery developed into prosperity 
and prosperity into boom. A minor crisis developed in 1900. Re- 
covery quickly followed, however, with prosperity, and then another 
crisis in 1903, not very severe in character. Again recovery came, 
promptly to be followed by a boom and the crisis of 1907, which 
developed into a severe financial panic. From one point of view we 
have here three successive cycles, but from another point of view 
just one big cycle containing two little cycles whose little crises did 
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not check the great wave of prosperity culminating finally in the 
crisis of 1907. . 

3. Business cycles natural result of relations between banks and 
business. Business cycles may with much truth be said to be 
natural phenomena of an industrial system organized on a produc- 
tion for profit basis and making extensive use of bank credit. The 
periods of expansion that lead to the periods of financial strain and 
crisis result quite naturally and almost inevitably from the very 
nature of the relation between business men producing for profit 
and commercial banks lending for profit. It would be going too far, 
perhaps, to say that expansion of bank credit causes business 
cycles. It would doubtless also be going too far to say that the 
hired man’s leaving the gate open caused the cows to get into the 
cornfield, since he can not be held responsible for their gustatory 
predilections. There is a strong presumption, however, in favor of 
the view that the open gate had much to do with the cows’ getting 
into the corn, and that if it had not been left open the cows would 
not have gotin. Would it be unjust to blame the hired hand if some 
of the cows died from getting too much corn, and should he receive 
much sympathy for the trouble he might have in getting the rest 
of them out of the cornfield and nursing them back to health? 

If expansion of bank credit does not cause unhealthy business ex- 
pansion with the inevitable crises and depression, it certainly per- 
mits it to develop, and it is difficult to see how the unhealthy expan- 
sion could occur without expansion of bank credit, except in the 
case of a very similar phenomenon — the inflation of the currency 
with government paper money. ‘The close relation between bank 
credit and business cycles can be made clear by tracing through the 
development of a typical business cycle. 

4. The period of depression. Let us begin with the period of de- 
pression that has followed in the wake of a devastating panic. 
Thousands of business men have been ruined. Hundreds of thou- 
sands are on the verge of ruin, wondering how they will pay their 
debts. Confidence has been destroyed. Many factories are closed 
down and many others operating only on part time. In a country 
as large as the United States millions of men are without employ- 
ment. Demand for consumers’ goods is slow, for various reasons. 
Prices have just fallen sharply, and people anticipate still further 
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declines in prices. This is a good reason for postponing purchases. 
Workmen without jobs and with little saved from their period of 
prosperity cannot buy freely, nor can business men without profits. 
Demand for producers’ goods is slow because business men find a 
slow market for their product, and they hesitate to lay in supplies 
of producers’ goods at present prices for fear of further declines in 
prices. Furthermore, they may lack ready money to buy with and 
find it difficult to borrow or buy on credit because they are known 
to be in a precarious financial position, which makes extension of 
credit to them dangerous. 

Business at such times is by no means at a standstill. People are 
still consuming goods. Production and trade continue, in some 
lines at nearly normal levels, but in others suffering various degrees 
of depression below normal — in some cases 25 per cent, in some 
50 per cent, and in some perhaps nearly 100 per cent. The ex- 
tent of the decline in business is likely to appear larger than it really 
is, because profits decline much more rapidly than the volume of 
business, and with the fall in prices the decline in the money value 
of the business operations is much greater than the decline in the 
physical volume of trade. The decline in the number of employ- 
ees in an industry is a good index of the decline in production. 
According to statistics gathered by W. I. King, the number em- 
ployed in the third quarter of 1921 was less than the number em- 
ployed in the third quarter of 1920 by 25.6 per cent in manufac- 
turing, 16.2 per cent in transportation, 11.6 per cent in building, and 
15.7 per cent in mining. These figures measure the degree of de- 
pression in these industries following the crisis of 1920. Business 
operations are restricted and hampered by lack of confidence and 
the necessity for economy, rather than brought to a standstill. 

Figure 11 represents an index of employment for the twelve years 
1914-1925 charting the degree of employment in manufacturing in- 
dustries in the United States as percentages of average employment 
in 1923. It shows how employment is affected by fluctuations in 
business activity during the various phases of the business cycle. 
Conditions during these twelve years were, however, abnormal on 
account of the World War and its after effects. The reader may 
note the sharp dip in employment in the latter half of 1920, when 

1W. I. King, Employment, Hours and Earnings in Prosperity and Depression, p. 30. 
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the business boom following the war came to an end, the consider- 
able rise from the early part of 1921 to the middle of 1923 during 
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Ficure 11. Inprx or EMPLOYMENT IN 
MANUFACTURING INDUSTRIES IN THE 
UnNitrEep Strares 


(From Survey of Current Business, August, 1925) 





the period of recovery and 
prosperity, and the dip in the 
minor depression of business in 


1924. 


5. Recovery aided by cheap 
bank loans. Gradually the fear 
of further financial disaster is 
dispelled. The continued de- 
mand by consumers for sub- 
stantial quantities of goods en- 
courages business men to begin 
to stock up again with produc- 
ers’ goods and to expand opera- 
tions. In this those who can 
offer reasonably good security 
are encouraged by the banks 
with offers of loans at very low 
rates. Banks’ loans have de- 
clined following the crisis and 
their income has declined with 
the loans. Meanwhile their cash 
reserves have grown larger, be- 
cause during the period of de- 
pression consumers, spending 
little, use little pocket money, 
and business men have little 
cash in their tills. A larger pro- 
portion than usual of the money 
of the country finds its way into 
the banks in the form of cash 
deposits. Banks with very high 
reserve ratios and small profits 
are eager to reverse the situa- 
tion by making loans, and offer 


the loans at low rates as a special inducement. © 
6. Accidental circumstance may hasten prosperity. If now some 
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accidental circumstance increases the buying power of some class 
in the community and stimulates some branches of business, the 
period of recovery quickly develops into one of prosperity. In 
1897, for example, a partial failure of the European wheat crop 
permitted the farmers of the United States to dispose of part of 
their unusually large crop at a good price abroad and to sell the rest 
at a good price at home. ‘This, together with the defeat of Bryan 
in November, 1896, restored business confidence and cleared the 
way for a return of prosperity. 

The business recovery spreads quickly from one branch of indus- 
try to another because each business is the customer of several 
others. Demand for nearly all classes of goods increases rapidly as 
the business revival runs on. Manufacturers stock up on raw ma- 
terials. Wholesalers and retailers, who have been buying from hand 
to mouth in anticipation of further decline in prices, buy more lib- 
erally, partly because they foresee no further fall in prices and partly 
because they fear a rise may come. Consumers buy more freely, 
partly because they cease hoping for lower prices and partly because 
they are enjoying higher incomes — wage-earners being more regu- 
larly employed in greater numbers and business men beginning once 
more to enjoy profits. The increased demand for goods at first 
does little but check the fall in prices. Producers are too eager to 
sell to hold out for higher prices. But as the demand continues to 
grow, sellers begin timidly to hold out for higher prices, and a grad- 
ual rise in prices sets in. With business expanding at rising prices, 
profits begin to mount and business men begin to speak of prosper- 
ity as having arrived and of a boom coming just around the corner. 

7. Stock market may foreshadow prosperity and boom. ‘The 
coming of prosperity and the boom in business tends to be fore- 
shadowed by a violent rise of prices of stocks on the New York 
stock market. Prices of safe bonds and of some of the better grades 
of stocks rise during the period of recovery or even during the latter 
part of the period of depression, largely because of the low interest 
rate on bank loans. It pays the banks to invest their surplus cash 
reserve in high-grade securities, and it pays others to borrow from 
banks to buy such securities or to invest their own available funds. 
The stock and bond market may thus enjoy a boom period while 
business as a whole seems still in the depths of depression. But 
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when the period of business recovery is well under way and com- 
modity prices are rising and speculators and investors begin to fore- 
see larger earnings for corporations and larger dividends on common 
stocks as a consequence, the stock market begins to boil and prices 
of stocks shoot wildly upward. Since much of the buying of stocks 
is done on borrowed money by speculators buying on margin, the 
stock market boom brings an increase in bank loans and plays a 
part in bringing on that stage in the business cycle that accompanies 
the boom period — the stage of financial strain. 

8. The business boom. The business boom into which the period 
of prosperity naturally develops, if not checked, may be defined as a 
period of business activity in which business men in general are not 
only enjoying capacity business and great profits, but are finding 
their existing plants too small and are undertaking or planning to 
undertake an expansion of plant which may be expected to give 
them still greater profits. The business boom is brought about 
largely by the rise in prices which is perceptible during the period of 
revival, becomes more pronounced as the period of prosperity runs 
its course, and finally becomes wildly exciting. The rise in prices 
is brought about by a demand for goods increasing more rapidly 
than the supply. Once such a rise gets under way, its tendency is to 
grow. ‘This follows from the very nature of the business organiza- 
tion under the price system. Business men buy to sell at a profit, 
and since they generally buy first and sell later the rising price 
level increases their profits above normal. Furthermore, on the 
whole, the prices of producers’ goods, depending as they do on the 
prices of the products made from them, rise after and not before the 
prices of their products.!' Thus a rising price level naturally tends 
to swell profits. Whether or not business men realize that their 
profits are larger partly as a result of a rising price level, they are 
encouraged by business conditions to buy more freely. Profits are 
good, prices are going up. ‘To buy promptly is to buy more cheaply 
than to defer buying, because it forestalls a further rise in prices. 
But this extra buying done in anticipation of an additional rise in 
prices increases demand and thereby causes the very rise in prices 
anticipated. 


1 The critical reader should bear in mind that producers’ goods, as the term is here 
used, include all goods the business man buys and not merely raw materials. 
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It is sometimes pointed out that prices of producers’ goods rise 
more rapidly than prices of consumers’ goods, which would seem to 
contradict a statement made above that prices of producers’ goods 
depend upon, and therefore rise after, the prices of their products. 
The contradiction is only apparent. Prices of some producers’ 
goods, such as raw materials, may, and often do, rise more rapidly 
than or before the prices of the products made from them, even in 
the early stages of the period of prosperity. But this is mainly 
because the prices of other producers’ goods, as we use the term 
producers’ goods in this book, rise more slowly, or not at all, such 
as wages, interest, rents fixed by contract for a term of years, 
freight rates, and so on. Writers who point out that producers’ 
goods rise in price more rapidly than consumers’ goods restrict 
the meaning of producers’ goods primarily to raw materials. 

The rising price level tempts all business men, whether manufac- 
turers, wholesalers, or retailers, to buy more promptly and in larger 
quantities than they would buy with a stationary price level — all 
hoping to gain by so doing. Buying beyond current requirements 
to forestall price advances spreads also to buyers of consumers’ 
goods, which increases further the demand for consumers’ goods, 
already swelled by the free spending of business men making or an- 
ticipating great profits and of wage-earners receiving good wages 
with steady employment. 

9g. Reckless buying and speculation. When the boom period is 
at its height, not only are business men buying recklessly — manu- 
facturers buying huge stocks of raw materials and merchants over- 
loading their shelves — but they are competing with one another 
for building materials and building labor with which to construct 
new factories or additions to the old, or new store buildings, and for 
machinery and other equipment for the new business buildings. As 
the result of the great demand for labor, money wages rise, in some 
cases, for particular classes of workmen, to fantastic heights, and the 
laboring men tend to spend lavishly, often not stopping with merely 
“blowing in” their current wages, but buying expensive luxuries on 
the installment plan in the expectation of paying for them with the 
“easy money” to be made in the future. This provides a special 
boom demand for the products of industries producing luxuries. 

One important aspect of the boom period is the speculation in 
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commodities. Manufacturers and merchants are speculating in 
commodities when they buy greater quantities of raw materials or 
stocks of goods than they require for current needs, simply because 
they expect prices to rise. But in addition to this speculation of 
manufacturers and merchants is the speculation of professional and 
amateur speculators in wheat, corn, cotton, sugar, copper, iron and 
steel, etc. Everything is going up, they reason, so why not buy, 
hold for a while, and sell at a profit? This sort of speculation is 
facilitated by the organized commodity exchanges, in which stand- 
ardized commodities may be bought and sold on margins by people 
who know nothing about them, except that they hope the price will 
rise or fall. Of such speculation there is always a certain amount 
going on, but it tends to blaze forth with special vigor in periods of 
rising prices. 

Figure 12 shows the ups and downs of the prices of commodities 
and corporation stocks during the ten years 1916-25, as represented 
by an index of wholesale prices and the average price of twenty-five 
industrial stocks and the average price of twenty-five railroad 
stocks. The wholesale price index represents the average price of 
about four hundred commodities stated as a percentage of the 
average price in 1913. In this figure, as in Figure 11, the reader 
may note the great upward movements in 1919 and the early part of 
1920, and the sharp dips in the latter part of 1920 and 1921. In- 
dustrial stocks tend to move in closer conformity to commodity 
prices than railroad stocks. This is easily-explained. Rising com- 
modity prices tend to increase the profits of manufacturing corpora- 
tions. The earnings per share of stock rise in proportion and higher 
dividends may be expected. The rise in stock prices tends to pre- 
cede the rise in commodity prices because speculators anticipate 
prosperity and buy stocks before it comes. Railroad earnings, how- 
ever, are limited by government regulation of rates, as already ex- 
plained, and rising prices may merely increase railroad expenses 
without increasing materially their earnings. 

10. The rise in prices and the expansion of bank loans. All this 
rise in prices, accompanied by expansion in the physical volume of 
trade, would be impossible without expansion of purchasing power, 
in the form of either money or bank deposits or both. The reader 
must be reminded of the equation of exchange— MV + M'V’ = PT. 
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Figure 12. WHOLESALE Prices AND Stock PrRicrs IN THE UNITED 


STATES 
(From Survey of Current Business, November, 1925) 


The quantity of money times its velocity of circulation plus the 
quantity of bank deposits subject to check times their velocity of 
circulation equals the total quantity of goods sold times the average 
price. Itis obvious that we cannot increase the quantity of goods 
sold and their average price without at the same time changing some 
of the factors on the other side of the equation. 
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In the early stages of the business recovery it is mainly the velocity 
of circulation of money and deposits that changes. People are 
buying more freely. Money changes hands oftener and depositors 
write checks more freely against deposits. But this alone will not 
carry business revival far. In order to expand much, business men 
must resort to new loans at the bank. If, now, production and trade, 
in physical volume, could keep pace with the expansion of bank 
loans, then no rise in the average level of prices would occur. But 
with expansion of business taking place, business men begin to make 
better profits and wage-earners to earn more wages, and both buy 
more freely. Because of this or for some other reason, such as a 
shortage in the supply of wheat or an unusual foreign demand for 
copper, a rise in price appears in some quarter and begins to spread. 
If the extra purchasing power required to pay the higher prices that 
first appear could not be manufactured by the banks in the form of 
deposits or notes, and if no additional metallic money or government 
paper money became available, and the velocity of circulation of 
money and deposits did not increase, then prices in other quarters 
would tend to sink, rather than rise, and no general rise in prices 
could follow. But this extra purchasing power is manufactured by 
the banks when various business men apply to them for loans to ex- 
pand their business. The rise in the prices of some commodities, 
therefore, instead of tending to depress prices of other commodities 
tends to cause them to rise. Business men reason that because 
some have risen in price others will rise. The first rise in prices then 
stimulates forward buying of commodities in various lines — and 
this buying is done largely by means of bank deposits created by 
loans. Such buying tends to outrun increases in production and 
leads to further increase in prices which stimulates further borrow- 
ing and buying, and soon. Business men are pretty largely buyers 
of one another’s products, and the bank loans of one by means of 
which he buys his producers’ goods tend to permit a rise in the price 
of some other’s product. And the rise in the price of this one’s pro- 
duct encourages him to borrow more at the bank to increase his pro- 
duction, and his increased buying of producers’ goods increases the 
demand for and the price of some other man’s product, and so on, 
round and round quite merrily. 

11. Bankers and business men welcome the expansion in loans. 
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To the extent that credit expansion exceeds expansion in physical 
volume of production and trade the additional bank loans permit a 
rise in prices, and the rise in prices, by tending to increase the profits 
of business men and speculators, encourage them to apply for more 
bank loans in order to carry on business on a larger scale. Even 
those business men who are not trying to expand must borrow more 
freely to carry on the same physical volume of production or trade 
as before because of the higher price level, and their extra borrowing 
adds to the sum total of purchasing power, which makes the higher 
level of prices possible. 

This expansion in bank credit is, of course, agreeable to the bank- 
ers, for to them it means larger profits. The extra discount or in- 
terest is almost pure gain, since it costs but little more to make many 
and big loans than to make few and small ones. Furthermore, 
within limits there is very little risk attached to making the extra 
loans. The bankers are usually careful to demand good security. 
The larger loans that the business men require to carry their larger 
volume of business at higher prices have as security this larger vol- 
ume of business at higher prices. The bankers would deny being 
responsible for the increase in prices. They would say that the 
rising costs of the business men and the larger volume of trade 
made larger loans necessary. They are only taking care of the “‘legiti- 
mate requirements” of business at whatever price level prevails. 

12. Loan expansion reduces the reserve ratio. The period of 
expansion cannot last indefinitely, for two reasons. Prices cannot 
rise indefinitely because of the exhaustion of bank reserves. Phy- 
sical volume of production cannot expand indefinitely because of 
the limited supply of labor and other kinds of producers’ goods. 
Let us consider the matter of bank reserves. As explained in the 
preceding chapter, every loan made by a bank, whether it be in the 
form of cash, bank notes, or deposits, reduces its cash reserve ratio. 
If it continues to expand loans, therefore, it will finally bring its 
ratio down to the danger point beyond which it is unwise to go, and 
in the United States, where legal reserve ratios are set, unlawful to 
go. Even with a centralized banking system, with bankers’ banks 
to which the commercial banks may turn for financial aid, the out- 
come is the same, because the reserve of the bankers’ banks will also 
eventually fall below the danger point. 
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When banks begin to foresee that much further expansion of loans 
will be dangerous, they begin to refuse loans in quarters which will 
do their business the least harm — generally beginning their policy 
of curtailment on speculators. But regular business men — such ag 
merchants and manufacturers — also in time find their loans cur- 
tailed or denied. This credit strain.is likely to find the business men 
at the height of their boom. It is only one of various strains that 
develop to plague them in the boom period, which may also be 
called, as we have stated, the “ period of financial strains.”’ 

13. Why prices fall when loan expansion ends. When expansion 
of credit ceases, the general rise in prices must come to anend. And 
the end of the period of rising prices inevitably means the beginning 
of a period of falling prices. One might reason from the quantity 
theory of money or the equation of exchange that mere cessation of 
expansion should not bring a fall but merely leave the price level 
stationary — the total amount of money and credit remaining the 
same. But it must be remembered that expansion of credit only 
permits a rise in prices — it does not compel such a rise. The rise 
in prices depends upon the desire to buy as well as the capacity to 
buy, and expansion of credit provides only the capacity. Gener- 
ally the desire to buy gives rise to the loans and the credit expansion. 
Loan expansion in the price system acts something like the string on 
a toy balloon. The longer the string, the higher the balloon may 
rise, but the string does not compel it to rise. It is the gas lighter 
than air within the balloon that makes it rise. When the gas es- 
capes, down comes the balloon, and a string a mile long will not 
hold it up aninch. Likewise when the buyers’ desire to buy evapo- 
rates, a mile of credit will not make them buy. It takes more than 
extended credits to maintain prices at high levels. In this connec- 
tion it may be added that it is only in the long run — over a long 
term of years — that the trend of commodity prices tends to con- 
form closely with changes in the quantity of money. Above and 
below the long-run trend we find the sharp fluctuations of the busi- 
ness cycle, related more directly to the quantity of bank credit than 
to the quantity of money. Yet it should be noted that the greater 
the quantity of money is, the greater may become the amount of 
loans which banks can make with safety. 

14. When everybody unloads, the crisis. When expansion of 


BANK CREDIT AND BUSINESS CYCLES 551 


credit comes to an end, and the rise in prices is checked, buying that 
has been done merely in anticipation of a further general rise in 
prices tends to cease, and some commodities bought for speculative 
purposes are hastily sold by the speculators. This causes the prices 
of these commodities to fall and scares other speculators into sell- 
ing, particularly those who have been dealing on narrow margins 
and who are being pressed by their creditors to pay their debts. 
Such selling leads to further declines in prices, and business men, 
noting the tendency toward falling prices, become eager to unload 
heavy stocks of finished goods and stop their frenzied buying of 
raw materials in excess of current needs. The downward move- 
ment in prices thus gains momentum. Everybody seems to be try- 
ing to unload before prices fall further, and nobody wants to buy. 
Manufacturers hold off buying raw materials. Merchants do not 
replenish stocks of goods. Consumers scenting lower prices post- 
pone buying. Suddenly people realize that the crisis has come, and 
the country is settling into a period of depression, with factories 
closing down, workmen unemployed, and business men failing in 
large numbers. They will realize more promptly that the crisis has 
come if it is accompanied by a financial panic, with wholesale sus- 
pension of banks. The conditions of financial strain just outlined 
are alone sufficient to bring an end to the boom and precipitate a 
crisis, but other factors are operating toward the same end at the 
same time, and to these we must now turn our attention. 

15. Why business men profit in the early stages of expansion. 
During the period of prosperity and boom we find the business man 
selling his product at constantly rising prices, and these rising prices, 
together with some physical expansion of output, have for a time a 
strong tendency to increase his profits, partly because he buys first 
and sells later and thus gets the advantage of the rise in the price 
level, and partly because his costs in the aggregate have a tendency 
to rise less rapidly than the price of his product or to lag behind the 
rise in the price of his product. The reasons why costs lag behind 
prices have already been given — the prices of producers’ goods de- 
pend upon the prices of the product, and naturally, therefore, the 
rise in the prices of the product must come first and induce the rise 
in the prices of the producers’ goods. Furthermore, some costs of 
business men are fixed by contract and do not change for consider- 
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able periods of time; as for example, interest on bonds, rents on 
business buildings, and salaries of some employees. Again, some 
costs which are not fixed by long-term contracts will not rise 
promptly with the period of recovery and prosperity. Bank credit 
remains cheap so long as banks have idle cash reserves, and there- 
fore the business man’s costs for bank loans do not rise. If many 
workmen have been unemployed during the period of depression, an 
inereased demand for labor does not for some time bring a rise in 
wages. 

16. How rising costs bring failure. But this happy state of 
affairs does not last. As the expansion in loans continues and the 
demand for loans grows insistent, banks raise the discount rate. 
As expansion in the physical volume of production and trade con- 
tinues, labor grows scarce and business men in competing for an 
ample supply force up the level of wages. When old bond issues 
mature new loans must be made at higher interest rates, and when 
old rental contracts expire the business man’s landlord, taking ad- 
vantage of the great demand for business buildings, raises the rent. 
The supply of some kinds of raw materials does not increase readily 
in response to a rise in price as the demand increases, particularly 
such agricultural products as cotton, wool, hides, rubber, and the 
prices of these rise abnormally, perhaps more rapidly than the price 
of the product. Once all workmen are employed, the supply of 
labor will not increase with further increase in demand, except per- 
haps by immigration, and as a result wages rise rapidly. To make 
matters worse for the business man, the workmen, finding jobs easy 
to get at high wages, begin to loaf on their jobs. They do less for 
more money, and this increases the cost of labor actually performed 
out of proportion to the rise in wages. These conditions tend to 
grow worse and worse for the business man until the height of the 
boom is reached, and many business men begin to complain of the 
high costs of doing business and of the difficulty of making profits 
even at the high prices they receive for their products. No one 
business man alone, however, controls the price of his cost items — 
it is the collective demand of all producers that fixes the price level 
of the producers’ goods of all kinds. When business men here and 
there begin to suffer losses instead of making profits, they cannot 
remedy the matter by paying lower prices for their cost items. 
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They must pay the current price or quit. But as stated in earlier 
chapters, to quit may involve larger losses than to continue, owing 
to the operation of the law of indirect costs. If it were not for in- 
direct costs business men would find it comparatively easy, by re- 
ducing output or closing down their plants, to escape severe losses. 
But indirect costs may ruin the producer who reduces output or 
closes his plant. So expansion goes on until failure overtakes some 
of the more reckless or incompetent. Inability to make profits or 
to obtain further loans may find many with a program of expansion 
cut short — an unfinished building, or a building finished but not 
equipped with machinery, or equipped with machinery which is 
standing idle for lack of the raw materials which the business man is 
unable to buy at the prevailing high prices and with the shortage of 
credit. 

17. Crises and panics. The failure of some important concern, 
together with the growing financial strain and the high costs, may 
precipitate not only a crisis, but a financial panic. Business men 
with abnormally heavy loans at the bank, which they have expected 
to repay with the money received for products sold at high prices, 
find their products unsalable or salable only at ruinously low prices. 
Unable to pay their current obligations, they go into bankruptcy. 
Banks, unable to collect on their loans to business men, find their 
cash reserve exhausted, and may be unable to pay cash to depositors, 
and suspend payment. 

The failure of a few business men and a few banks may involve 
a number of others in failure, because if these few cannot pay what 
they owe to others, these others cannot in turn pay the sums they 
owe. An important aspect of the matter is the attitude of deposi- 
tors of banks when doubt arises as to the ability of the banks to 
pay cash on demand. Under such circumstances there is a rush of 
depositors to present checks for payment; such a rush might ex- 
haust even the cash reserves of a bank with great reserves, and it 
quickly causes a bank with reserves diminished by loan expansion 
to suspend cash payments. Practically all banks may be forced to 
suspend, as happened in the United States in 1893, and again in 
1907. When this happens, business for a short time comes prac- 
tically to a standstill. The country is virtually without a medium 
of exchange. It seems for a time that everybody will fail in one 
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grand universal crash, and confidence is destroyed. These condi- 
tions of panic last for only a few weeks, but during that time irre- 
parable injury has been done to thousands of business men, who 
have been ruined by temporary inability to obtain the cash or credit 
that would tide them over a period of emergency. Not only those 
business concerns fail that have become hopelessly involved in 
debt by borrowing extensively to finance expansion at high costs, 
but many others, which have been relatively conservatively man- 
aged, fail for lack of the support they ought naturally to receive 
from their bankers. 

18. The gains and losses resulting from business cycles. Hav- 
ing now sketched the development of a business cycle from the 
period of depression up to the crisis and the possible panic, let us 
note some of the evils that accompany it and whatever of good may 
be said of it. The period of rising prices is credited with being a 
favorable development because it stimulates business and actually 
increases, at least for a time, the volume of goods being produced. 
Idle men, land, and capital are set to work, and the prosperity 
that comes is based on the solid foundation of more goods. It 
should not be forgotten, however, that the fact that much labor, 
land, and capital have been idle is largely the result of the previous 
crisis and period of depression. We must charge that up against 
the business cycle. 

The great profits of the business men and the high wages of labor 
must be credited to the period of rising prices and expansion. But 
the profits are not. always real. To a considerable extent they re- 
present the same amount of profits calculated in smaller units — the 
purchasing power of the dollar having declined. The business man 
is inclined to consider as profit also the increase in the value of his 
plant that comes from higher prices, and not merely the increase 
that comes from physical expansion. Such profits may be called 
“‘paper profits.” When the almost inevitable fall comes, the plant 
is worth no more than before unless it has been made larger and 
better. However, some business men do realize great real profits, 
and if they escape final disaster in the crisis or panic they may be 
enriched as the result of the business cycle. 

The higher money wages of the workmen, more often than not, 
are more than offset by the higher cost of living, so they represent 
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no real gain. The more steady employment in the period of expan- 
sion is a gain, but, as already stated, this is offset by the less steady 
employment during the period of depression. It is sometimes said 
that although the workmen make no real gain during the period of 
rising prices and expansion, they nevertheless gain indirectly from 
the rise in prices and wages. After the crisis, when prices fall, 
wages fall less rapidly than prices, and the workers tend to remain 
on a higher level of wages than before. That is to say, when the 
period of depression returns, the workers are enjoying higher wages 
than in the previous period of depression. But again we must note 
an offsetting disadvantage. During the period of declining prices 
and depression there is widespread unemployment. It is the period, 
too common for a country as well endowed by nature as the United 
States, of soup houses and bread lines. Possibly, too, real wages 
would have risen if the expansion of credit had not occurred. 

During the period of rising prices and inflation many people must 
live on stationary incomes — salaries tend not to rise or to rise very 
slowly. People dependent upon incomes from investment in bonds 
and mortgages suffer hardships. They must often economize be- 
yond the limits of health and comfort. On the other hand, people 
enjoying abnormal incomes are often engaged in wild sprees of 
lavish expenditure, which, in the eyes of the less fortunate, adds in- 
sult to injury. 

The expensive tastes developed by the temporarily prosperous 
business men and wage-earners represent in the last analysis ece- 
nomic waste. In another way waste is caused by the period of ex- 
pansion and easy credit. Since almost any business man seems 
able to make money and borrow money, new and reckless business 
enterprises are encouraged, and reckless expansion of old and for- 
merly conservatively managed enterprises is stimulated. When the 
final crash comes, it becomes apparent that much labor and many 
materials have been wasted in buildings and equipment serving no 
useful purpose — industrial equipment provided to produce some- 
thing not wanted, or provided in excess of the amount required to 
produce what is wanted. Under more stable conditions, with pro- 
fits harder to make, such wasteful projects are less likely to be under- 
taken. 

19. Are crises and depressions blessings in disguise? ‘The crises 
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and depressions are sometimes depicted as blessings in disguise. 
They weed out the less efficient business men, leaving the more 
able in possession of the field. As one writer puts it, they are storms 
that blow down the rotten timbers, so that thereafter it is safer to 
walk through the business forest. Furthermore, they chasten and 
subdue those who have acquired during the period of prosperity a 
taste for high living and extravagance. This represents, however, 
no net gain realized from the business cycle. It means merely that 
the evils generated in one phase of it may be killed by the succeeding 
phase. It might be added, too, that although old Doctor Hard- 
times operates pretty effectively in removing from the economic 
system unsound growths generated during a period of high living, 
his surgery is a trifle rough and his fee excessive. Wholesale busi- 
ness failures, with not a few suicides. Millions of men unemployed 
for months. Millions of workmen with their dependents suffering 
from undernourishment and lack of medical attention. Privation 
that tempts many to crime. Widespread unrest and distrust of 
existing economic institutions, particularly a very general belief 
in the doctrine that bankers deliberately engineer the crisis for 
selfish purposes. Some form of preventive medicine would seem 
preferable to the rough and heroic surgery of old Doctor Hard- 
times. On this phase of the subject more will be said in the next 
chapter. 

20. Increase in the supply of money and expansion. It should, 
perhaps, be pointed out in conclusion that the period of expansion 
may be the result in part of an increase in the money supply, 
rather than merely an increase in bank credit. This increase in the 
money supply may come from three possible sources other than from 
banks in the form of bank notes, which represent merely one form of 
bank credit. It may come from an increase in gold production, from 
a favorable balance of trade leading to gold imports, or from the 
government printing press. The periods of expansion and prosper- 
ity in the United States from 1896 to 1914 were partly the result of 
increased gold production in the world at large. The period of ex- 
pansion culminating in the crisis of 1920 was partly the result of im- 
ports of gold from Europe during the war, which made possible a 
greater expansion of bank credit than would otherwise have been 
possible. In Germany a period of expansion following the war grew 
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largely out of the inflation of the currency with government paper 
money. 


EXERCISES 


. Name the stages of the business cycle in the order of sequence. 
. What is the relation between the various stages of the business cycle and 
bank loans? ; 

3. How are wage-earners affected by the various stages of the business cycle? 
How are business profits affected? 

4. During a business crisis, why does the failure of one concern tend to bring 
about the failure of others? 

5. If banks could continue making unlimited loans during the boom period 

and still maintain sufficient cash reserve, would a business crisis never- 

theless be likely to appear? Why, or why not? 
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CHAPTER XXX 


GOVERNMENT REGULATION OF BANKING IN THE 
UNITED STATES 


1. Requisites of sound financial conditions. A government that 
desires to maintain sound financial conditions for its people must 
not only refrain from the issue of fiat paper money, but must regu- 
late the banking system of the country in such a way as to prevent 
the fraudulent and reckless expansion of credit. It is necessary to 
protect the people not only from dishonest bankers who issue notes 
and accept deposits with intent to defraud by refusing to redeem 
their notes and honor checks against deposits, but from such reck- 
lessness of individual bankers and the bankers collectively in mak- 
ing loans and issuing bank notes that maintenance of specie pay- 
ment becomes impossible and financial panics inevitable. A Gov- 
ernment must, in short, guard against inflation through the medium 
of fiat money, the medium of bank notes, and the medium of bank 
deposits created by loans to depositors. In this our own Govern- 
ment has not been highly successful, although its record is not 
worse than that of many others. 

2. We have suffered little from government paper money. With 
fiat money we have had only one experience under the Constitution, 
an experience that grew out of the Civil War, when $450,000,000 of 
government paper money was issued which became inconvertible, 
depreciated in value, and drove gold from circulation, and was 
partly responsible for the panic of 1873. Before our present form of 
government was established, however, both the States individually 
and the Continental Congress had issued irredeemable paper money 
which led to serious financial disturbances. In some respects the 
purchase of silver under the Silver Purchasing Acts of 1878 and 1890, 
and its coinage into silver dollars, was similar to the issue of paper 
money. It had asimilar effect on the price level, tended to crowd the 
better money, gold, out of circulation, and played an important 
part in bringing on the panic of 1893. The exporting of the gold 
which the silver money displaced threatened for a time the Govern- 
ment’s ability to maintain redemption on demand of the green- 
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backs still in circulation as a relic from the Civil War and as a 
monument to the power of the “we want more money”’’ people 
whose influence kept this paper money in circulation. If the Gov- 
ernment as well as the banks had suspended cash payment in 1893, 
the panic and its results would have been infinitely worse than 
they were. 

3. Our Government has not prevented unsound expansion of 
bank credit. Our worst financial troubles, however, have not come 
from positive action by the Federal Government in causing inflation, 
but in the negative action of doing little to prevent inflation by ex- 
pansion of bank credit. Our Government’s sin has, in fact, been one 
of omission rather than emission. The panics of 1819, 1837, and 
1857, with their demoralizing effects, were the natural result of the 
reckless overissue of bank notes by banks chartered by the States 
and even by banks owned and operated by the States themselves. 
The panics of 1893 and 1907, and other lesser disturbances, resulted 
largely from overexpansion of bank deposits created by loans. Our 
National Government has at various times, however, taken im- 
portant steps to curb reckless banking and to organize our banking 
system on a sounder basis, and to this national regulation of bank- 
ing we will now turn our attention. 

4. The First and Second Banks of the United States. In 1791, 
Congress chartered the First Bank of the United States. This bank 
was partially owned and controlled by the United States Govern- 
ment, and one of its functions was to serve as a regulator of the cur- 
rency. It had the right to issue bank notes in limited amounts, with 
proper provision for prompt redemption, and it refused to accept as 
money the bank notes of other banks which would not redeem their 
notes upon demand. It was thus able to exercise a strong influence 
in favor of sound money. Unfortunately, it fell a victim to politics, 
and when its charter expired at the end of twenty years, in 1811, it 
was not renewed. Partly as a result of the absence of such a regu- 
lating agency, the country was thrown into financial chaos during the 
War of 1812-15. 

In 1816, the Second Bank of the United States was established, 
chartered by Congress, like the first, for twenty years. It was 
practically a duplicate of the First Bank of the United States, but 
ona larger scale. At first it was mismanaged and got involved in in- 
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flation itself along with state banks, and thus helped to bring on the 
panic of 1819. Later, it was better managed and performed useful 
service to the country in promoting a sound currency by bringing 
pressure to bear on state banks to redeem their notes promptly. 
Like its predecessor, it fell a victim to polities and came to an in- 
glorious end in 1836, to the misfortune of the country. From 1836 
to 1863 the country had little protection against reckless banking 
except the very ineffective regulation by State Governments. 

5. The National Banking System and national bank notes. In 
1863, in order to facilitate financing the war, the United States 
Government established the National Banking System. The two 
main purposes of the Government were to provide a safe and sound 
bank-note currency and to provide a better market for the bonds it 
was issuing to pay the costs of the war. Under the National Bank- 
ing Act all banks taking out a charter from the National Govern- 
ment, and thus becoming members of the National Banking System 
and subject to regulation by the National Government, were given 
the privilege of issuing bank notes, called ‘‘national bank notes.” 
But before issuing such notes they had to buy United States Gov- 
ernment bonds to an amount equaling or exceeding the par value of 
the notes they issued, and deposit these bonds in the Treasury of 
the United States as security for the notes. In addition, the banks 
had to keep a cash deposit with the Treasury amounting to five per 
cent of the value of their outstanding notes, as a fund with which 
the Government could promptly redeem notes presented for re- 
demption. 

Since, however, banks chartered under State Governments al- 
ready had the note-issue privilege under less severe restrictions, 
banks did not flock into the National Banking System as antici- 
pated, and to bring them into the fold Congress passed an Act in 
1865 taxing bank notes of state banks ten per cent per annum. This 
made the issue of bank notes by state banks unprofitable and en- 
couraged state banks to enter the National Banking System. After 
1865, then, our bank notes were as safe as government bonds, since 
they were all secured by bonds, pledged with the Government, 
which could be sold to redeem the notes if the note-issuing bank 
failed. Since there could be no more notes issued than the amount 
of government bonds bought by the banks, there was little danger of 
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serious overexpansion. As to the advisability of regulating the 
amount of bank notes in a country by the amount of government 
bonds, we shall have more to say later. 

6. Reserve against deposits under the National Banking System. 
In the Act of 1863, Congress undertook to prevent unwise expansion 
of deposits by requiring that all national banks keep a minimum 
reserve. National banks were divided into three classes, called 
‘central reserve city banks,’ “reserve city banks,” and “‘country 
banks.’’ Central reserve city banks were the banks located in New 
York, Chicago, and Saint Louis. Reserve city banks were the banks 
located in about forty other large cities of the country. Country 
banks were banks located in all other cities and towns. The law 
provided that country banks should keep a cash reserve of fifteen 
per cent against deposits, but might keep three fifths of this reserve 
on deposit with a reserve city bank or central reserve city bank. 
Reserve city banks were required to keep a cash reserve of twenty- 
five per cent, but might keep one half of it on deposit with a central 
reserve city bank. Central reserve city banks were required to keep 
a cash reserve of twenty-five per cent, all in their own vaults. 

It was thought that these reserve requirements would prevent 
reckless expansion, and that the privilege given to the country banks 
and the reserve city banks of depositing part of their reserves in 
other banks would be useful to them in providing for payments they 
would be likely to have to make in these banking centers in the 
natural course of business, and would add to the resources of the 
banks in the central reserve cities. 

The National Banking System was a marked improvement over 
what we had before. It gave the country bank notes that were as 
safe as government bonds and safeguarded to some degree from 
dangerous inflation, and all the banks of the National Banking 
System were subject to frequent inspection by the Federal Govern- 
ment agents without notice, and were thus required to keep their 
affairs in a fairly sound condition. But it had some serious defects, 
the chief faults of the system being that it did not prevent dangerous 
inflation of bank credit through deposits created by loans and pro- 
vided no machinery that would prevent such inflation from result- 
ing in financial panics. To these defects we will now turn. 

7. Why many banks did not join. Many banks did not enter the 
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National Banking System, and to these the cash reserve provisions 
of the National Banking System did not apply. However, since 
these had to meet some cash reserve requirement of the States and 
could not inflate the currency by bank-note issue, this was not a 
very important defect. Many state banks thought they had as 
much to lose by joining the National Banking System as to gain. 
By joining, they would gain the note-issue privilege and the prestige 
that would come from being known as national banks. But in order 
to get this note-issue privilege they had to tie up large sums in gov- 
ernment bonds to be pledged as security for their notes. Further- 
more, the cash reserve requirements and other phases of federal 
regulation were more burdensome than the restrictions to which 
state banks were subjected. 

8. Value of the note-issue privilege. It has been erroneously be- 
lieved by many that by the note-issue privilege the Government con- 
ferred a special favor of great value on national banks — something 
akin to graft. It has been pointed out that the banks could take 
$100,000 in cash, buy government bonds, which would yield them, 
let us say, four per cent, or in more recent years two per cent, and 
by depositing these bonds with the Government, receive $100,000 
in bank notes, which they could lend to their customers, at, let us 
say, six per cent. By this it has been implied that banks would get 
double interest on their money. People who hold these views do 
not understand the fundamental principles of commercial banking. 
To any one who has followed the discussion of bank credit in the 
two preceding chapters, it is obvious that the $100,000 in cash re- 
quired to buy bonds as a basis for the issue of $100,000 in notes 
would have served as an adequate cash reserve for deposits created 
by loans of $500,000, or $600,000, or more. The interest on these 
loans would by far exceed the $8,000 or $10,000 a year realized from 
the interest on the bonds and the loans of $100,000 in the form of 
bank notes. 

Provided that the banks enjoyed a great demand for loans, they 
could do better by keeping their cash as reserves against deposits 
than by buying bonds as a basis for note issues. Against bank notes 
national banks had to keep a reserve of practically one hundred per 
cent in government bonds, a cash reserve of five per cent in Wash- 
ington, and some additional cash reserve for such notes as might be 
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presented for redemption at their own counter. Against deposits 
state banks in some cases had to keep a reserve of less than fifteen 
per cent. In some cases the banks were glad to use the note-issue 
privilege because some people for some purposes prefer a loan in 
the form of notes to a loan in the form of a deposit. A bank may 
thus gain additional business by making loans in both ways. 

9. What constitutes an ideal banking system. Criticism of a 
banking system and of government regulation of banking becomes 
more intelligible to the reader if the critic first sets up an ideal which 
a good banking system ought to strive to realize. Since it is prob- 
able that the highest degree of welfare will be enjoyed by the people 
as a whole when there is a high degree of stability of prices, the 
banking system should be operated with an eye mainly to maintain- 
ing a stable price level, and particularly to preventing those sudden 
shifts in the level of prices which result from inflation, crises, and 
panics. It ought to mitigate, if not prevent, the evils of the business 
cycle. To a large degree an intelligently operated and regulated 
banking system could accomplish this purpose by wise manipulation 
of bank credit. A banking system ought at all times to provide 
money and credit enough to take care of business enterprise with- 
out financial strain, but never so much money and credit as to per- 
mit a sharp general rise in prices. Indeed, it might be best if no 
general rise were permitted at all, save under exceptional circum- 
stances, although in this not all economists are agreed. Exceptional 
circumstances would exist if heavy production of gold raised the 
general price level of the world. If then restriction of bank credit 
kept prices down in some one country, gold imports would follow, 
and as a result of the flood of gold prices might rise in spite of bank- 
credit restriction. Another exceptional case under which stabilizing 
prices by manipulation of credit would be even less desirable is the 
case of a falling world level of prices, such as occurred between 1870 
and 1895. Expansion of bank credit then to keep prices from fall- 
ing would lead to exports of gold and suspension of specie payment. 
Our own attempt to maintain our prices above the world level by 
injecting silver and greenbacks into circulation illustrates the 
trouble that might be caused. But in the absence of such world- 
wide changes in the price level, the ideal banking system would strive 
for stability of prices within the country. 
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To maintain a stable level of prices and absence of credit strain a 
banking system must permit credit to expand and contract from 
year to year, and from season to season, with the physical volume 
of trade, to the end that the quantity of money in the country plus 
the quantity of credit will permit the existing volume of trade to be 
carried on without a disturbance in the general level of prices. The 
banking system must provide, in other words, an elastic currency. 
Let us note now in what respects the National Banking System fell 
short of our ideal. 

10. Note issue under National Banking System inelastic. The 
issue of bank notes under the National Banking System was in- 
elastic. The quantity of notes issued depended more upon the 
amount of government bonds outstanding and their market price 
than upon the physical volume of trade. When these bonds were 
cheap, it paid better to buy them and issue bank notes than when 
they were dear. At the best the issue of bank notes did not expand 
much to meet expansion of trade, and at the worst the issue con- 
tracted when more money was most needed for business. When a 
bank, for example, was hard pinched for cash reserves and its gov- 
ernment bonds could be sold above par, let us say, at $1020 for a 
$1000 bond, then it could sell such a bond for $1020, redeem the 
$1000 in notes secured by it, reclaim the five per cent cash reserve 
against these notes from the Treasury, amounting to $50, and thus 
add $70 net to its cash reserve. The bank thus improved its own 
position, but reduced the total amount of money in circulation by 
$1000, or more accurately, by $950, since it might now put the $50 
it got from the Treasury into circulation. 

11. Deposits subject to inflation and reserves inadequate in time 
of need. Deposits created by loans under the National Banking 
System could expand with the needs of trade, but there was nothing 
to prevent them from expanding so rapidly as to cause inflation, and 
under the operation of the forces of the business cycle they had a 
tendency to rise to the limit permitted by the legal reserve require- 
ments. Once they were at or near that limit, financial trouble 
might be precipitated by any one of several causes. Before taking 
up a consideration of these causes of trouble, we must remind the 
reader of the fact that the country national banks could keep three 
fifths of their cash reserve in the national banks of reserve cities and 
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central reserve cities, and the national banks in the reserve cities 
could keep half of their reserves in the national banks of the central 
reserve cities. Since the banks pretty generally availed themselves 
of this privilege, partly for the sake of interest paid on such deposits, 
it followed that the total cash reserves of all the national banks were 
less than appeared on the surface. In 1907, for example, more than 
half of the cash reserves of the country banks was on deposit with 
reserve city and central reserve city banks, and almost half of the 
reserves of reserve city banks was on deposit with central reserve 
cities; and these reserves on deposit constituted the major portion of 
cash reserves of the banks with which they were deposited. The 
same cash was, therefore, counted twice and sometimes three times 
as cash reserve — first of the country banks, then of the reserve city 
banks, and finally of the central reserve city banks. Furthermore, 
all three classes of banks were practically down to the legal minimum 
of cash reserves. Any attempt on the part of the country banks and 
the reserve city banks to take home their cash reserves would have 
left the banks in the central reserve cities practically without any 
cash at all. Even for them to withdraw a small part of their re- 
serves was impossible without bringing the central reserve city 
banks below the legal limit. 

Another important point to note is this: The legal cash reserves 
of the national banks of all three classes constituted not a reserve 
from which cash payments might be made, or which might be used 
as the basis of further loans, but a dead line beyond which it was 
unlawful for the banks to go. Now let us note how trouble might 
occur. 

12. Causes of strain. During the crop-moving season more cash 
than usual is required for pocket money and there is a drain on the 
banks’ supply of cash. Farm hands are paid money wages. Farm- 
ers often insist upon cash in payment for their crops. Another 
drain on cash from which national banks suffered arose from the 
Independent Treasury System — the United States Government 
keeping its money in its own strong boxes instead of on deposit in 
banks. Since many payments to the Government must be made in 
money, payments to the Government resulted in cash being with- 
drawn from banks, and since the Government then locked this cash 
up until it spent it again, a considerable interval might elapse before 
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this money returned to the banks as cash deposits. Exports of gold 
to meet an unfavorable balance of trade might also result in loss of 
cash reserve from the banks. Such exports of gold are most likely 
to occur during the period of high prices resulting from inflation of 
bank credit, when cash reserves are likely to be near the legal 
minimum. Now suppose that for one of these reasons, or some other 
reason, heavy demands for cash had been made on the banks when 
their reserves were only slightly above the legal minimum. They 
would have had to violate the law by paying out cash and letting 
their reserves fall below the legal limit, call in some loans and thus 
increase their reserve ratio, or refuse to pay out cash. The first ex- 
pedient would have brought them into trouble with the government 
inspectors. The second might have precipitated a crisis by causing 
the failure of some business concern. The third would have been 
an acknowledgment of inability to honor their checks or redeem 
their notes. It would have been the beginning of a crisis and a 
financial panic. When such a state of affairs developed in the Na- 
tional Banking System, what was the remedy to cure the trouble 
and prevent the crisis and the probable financial panic? There was 
no remedy at hand. The crisis, and possibly the panic, came. 
There was nothing to do but grin and bear it or devise a more intel- 
ligent banking system. The people grinned and bore it for fifty 
years, and then devised and adopted the Federal Reserve System. 

13. The Federal Reserve System. The Federal Reserve System 
was provided for by the Federal Reserve Act of 1913 and put into 
operation in 1914.. It may be described as consisting of three parts 
— the Federal Reserve Board, the twelve Federal reserve banks, and 
the member banks. The Federal Reserve Board consists of eight 
members (originally seven). Six of these are appointed by the 
President for a term of ten years, and the other two become ez- 
officio members as Secretary of the Treasury and Comptroller of 
Currency. 

The federal reserve banks may be called bankers’ banks, and one 
is located in each of the twelve Federal Reserve Districts, the 
Federal Reserve Bank of District No. 1, for example, being located 
in Boston, of District No. 2,in New York, and soon. Each of these 
twelve banks is governed by a board of nine directors, of whom three 
are appointed by the Federal Reserve Board, and the other six 
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elected by the stockholders of the respective federal reserve banks. 
The stockholders of each of the federal reserve banks are the mem- 
ber banks of its district. These member banks are all national 
banks, which were compelled to join the system or give up their 
charters, and all state banks and trust companies which are willing 
to join the system and to meet certain conditions imposed on mem- 
ber banks. : 

Member banks are required to subscribe to the stock of their 
federal reserve bank six per cent of their own capital stock. For 
example, a member bank with capital stock of $100,000 must buy 
$6000 worth of stock in its federal reserve bank. 

14. Member banks and cash reserves. Member banks are 
divided into three classes on the same basis as under the National 
Banking System, namely, country banks, reserve city banks, and 
central reserve city banks. Country banks are required to keep a 
minimum cash reserve against demand deposits of seven per cent, 
member banks in reserve cities, of ten per cent, and member banks 
in central reserve cities, of thirteen per cent. In addition, all mem- 
ber banks must keep a three per cent cash reserve against time de- 
posits. All these required reserves must be kept on deposit with the 
member banks’ respective reserve banks. Naturally, this compels 
the member banks to keep some additional cash on hand over and 
above the legal reserve to meet day-to-day demands. 

Member banks do not have the note-issue privilege except the 
privilege that some of them retain under the National Banking Act 
of issuing notes secured by government bonds. It is expected that 
in time the federal reserve banks will take over from their member 
banks the right to issue these notes. If the national banks had 
been deprived of this privilege suddenly, the bonds they had bought 
to secure the notes, yielding only two per cent, would have fallen in 
market value and they would have suffered a severe loss. 

15. Reserve banks and cashreserves. ‘The federal reserve banks 
are given the power to issue bank notes called ‘‘federal reserve 
notes,” and the right to take over the issue of the old national bank 
notes from their member banks. ‘These notes when taken over by 
the reserve banks are called ‘‘federal reserve bank notes,’’ and 
should be carefully distinguished from the more important federal 
reserve notes, which under the Federal Reserve System have be- 
come our most important kind of paper money. 
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The federal reserve notes issued by the reserve banks they obtain 
from the Federal Reserve Board upon depositing with the Board 
forty per cent of the face value of the notes in gold and sixty 
per cent of the face value of the notes in commercial paper. We 
cannot here explain in detail the nature of this commercial paper, but 
it may be said, in brief, to consist of short-term promises of business 
men to pay, in the form of promissory notes, drafts, ete. The 
source of this commercial paper we will note in a moment. 

The reserve banks are required to maintain, in addition to their 
forty per cent reserve against reserve notes, a reserve of thirty-five 
per cent in gold or lawful money against deposits. The deposits of 
the reserve banks come primarily from their member banks and 
from the Government. They accept no deposits from individuals. 
Deposits from member banks may arise in three ways: First, when 
member banks deposit with the reserve banks their legally required 
cash reserve. Second, when they deposit other cash, or checks, ete. 
Third, when they borrow from the reserve banks, and receive the 
loans not in cash or notes, but in the form of deposits. The original 
cash reserves of the reserve banks consisted of the member banks’ 
cash subscribed for stock and the member banks’ legally required 
cash reserves. Not all these reserves had to be paid in at the be- 
ginning, nor did the member banks have to pay in full for their stock 
at the beginning. 

16. Reserve banks are bankers’ banks. Federal reserve banks 
bear about the same relation to their member banks that member 
banks bear to their customers. For this reason we may call them 
“bankers’ banks.”’? In them member banks must keep their legal 
reserves and may keep other deposits, and to them they turn for 
loans. A member bank desiring to borrow from its reserve bank 
may under certain circumstances pledge, as security for the loan, 
government bonds. But the chief provision made for such borrow- 
ing is that related to what is called “‘rediscounting.”’ 

It will be recalled that when a merchant or other business man 
borrows from his commercial bank he commonly gives as security 
for the loan his promissory note, which the bank “discounts,” giving 
him, for the discounted value of the note, a loan in the form of 
cash, bank notes, or a deposit subject to check. Similarly, when a 
member bank wants to borrow from its reserve bank, it may give 
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the reserve bank as security for the loan commercial paper, one im- 
portant form of which is the promissory note. This loan may like- 
wise be given in the form of cash, bank notes, or a deposit subject 
to check. This process is called ‘‘rediscounting,” because the com- 
mercial paper given to the reserve bank is not the member bank’s 
own promise to pay, but the promissory notes of its customers which 
it has discounted. Having once discounted these, it now redis- 
counts them, or rather the reserve bank rediscounts them. When 
these rediscounted promissory notes mature the original borrowers 
pay the sums due, not to the member bank from whom they bor- 
rowed, but to the reserve bank that now holds their notes. The 
member bank, however, ordinarily collects for its reserve bank the 
sums due. 

17. Rediscounting illustrated. Since students often are puzzled 
by the description of this rather simple process, we will illustrate it 
by an example. Jones, the haberdasher, gives his promissory note 
for $1000 payable in three months to his local bank, a member of 
the Federal Reserve System. The bank discounts it at the annual 
rate of 6 per cent, and credits Jones with a deposit of $1000 less 1.5 
per cent, or $985. Now, if the local bank wants to borrow from its 
reserve bank, it may send the note of Jones (together, perhaps, with 
other promissory notes) to the reserve bank to be rediscounted, 
first endorsing the note and thereby making itself responsible for 
payment if Jones fails to pay. If the reserve bank’s rediscount rate 
happens to be 4 per cent a year, it credits the local bank with 
$1000 less 1 per cent, or $990. 

While we call this process rediscounting, we might just as well call 
it selling the note. Jones sold his note to the local bank for $985, 
and the local bank sold it to the reserve bank for $990. It made a 
profit because its own discount rate was higher than its reserve 
bank’s rediscount rate. 

18. Why member banks borrow. Let us see now why member 
banks may want to borrow from the reserve banks. Commercial 
banks, as has been pointed out, make most of their profit by making 
short time loans to business men — discounting their promissory 
notes and giving them the proceeds in the form of deposits subject 
to check. Itis to the banks’ advantage to make as many such loans 
as they can, provided ample security is offered. But every such 
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loan tends to reduce the reserve ratio, for reasons given in detail in 
Chapter XXVIII. The time comes eventually, if a bank keeps on 
expanding its loans and thus its profits, when additional loans will 
reduce its cash reserve below the legal limit. Not only that, but the 
supply of ready cash which it must keep on hand to meet day-to- 
day demands may become dangerously small. If the bank could not 
borrow now, it would have to refuse further loans until some of its 
old loans were repaid or until somebody happened along with some 
cash to deposit. But the reserve bank stands ready to help the 
member bank in the emergency by just such a transaction of re- 
discounting as that illustrated in the preceding section. 

19. Rediscounting and expansion of loans. Suppose, for ex- 
ample, that the member bank in question is located in a reserve 
city and must therefore keep a legal reserve of ten per cent against 
deposits, and that it requires for safety another five per cent of cash 
reserve against deposits in its own vaults. Suppose it has deposits 
of $1,000,000, and cash reserves of only $150,000 ($100,000 in its 
reserve bank, and $50,000 in its own vault), and suppose that it has 
the opportunity of making additional loans of $100,000 at six per 
cent, which would increase its income $6000 a year. Its reserves 
are already as low as the law and safety permit, and to grant the 
new loans would reduce them below the limits of the law and safety. 

The member bank may under such circumstances select, from 
among the promissory notes it has discounted for its customers, 
notes of a suitable character amounting to perhaps $20,000, and 
send them to its reserve bank for rediscounting. If the reserve 
bank’s rediscount rate is four per cent and the notes are due in three 
months, the sum realized will be $19,800. The member bank 
might leave $10,000 of this sum on deposit with the reserve bank as 
an addition to its cash reserve, and take the rest in the form of cash, 
possibly in federal reserve notes. The $10,000 additional reserve 
at the reserve bank would be ten per cent of $100,000, and therefore 
the basis of another $100,000 in loans by the member bank. The 
$9800 it took in the form of cash would afford an ample addition to 
its supply of ready cash at home. 

If a little later the bank desires to expand loans further, it can re- 
peat the operation. In fact, it can repeat the operation indefinitely, 
since every loan at the reserve bank will provide it with reserves 
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against new deposits created by loans to its customers, and the 
promissory notes it receives in making these new loans will provide 
the means of securing more loans at the reserve bank, and so on 
round after round. Such expansion would be highly profitable 
to the member bank, and so long as the reserve bank freely re- 
discounted its commercial paper, it would have no limit short of 
the demand of its customers for loans. It would, however, be 
rather dangerous, since the bank is responsible for the ultimate 
payment of every promissory note it rediscounts — making itself 
thus responsible when it endorses these notes. In this way it builds 
up great “contingent liabilities’ — liabilities that it must bear if the 
original signers of the notes fail to pay. Because of the danger that 
lurks in these contingent liabilities, conservative bankers make 
only moderate use of the rediscounting operation. They avoid 
what they call pyramiding of loans. 

20. Effect of expansion on reserve banks’ reserve ratio. Next 
we must note the effect on the reserve bank itself of the operation 
just described. Reserve banks, like member banks, cannot make 
loans without reducing their cash reserve ratio. They can grant 
loans in only four ways — in gold or other lawful money; in federal 
reserve bank notes; in federal reserve notes; and in deposits. No 
matter in which of these ways a reserve bank expands its loans, it 
reduces its cash reserve ratio. If it makes the loans in cash, it re- 
duces the cash supply, leaving the deposits and outstanding notes 
the same. If it makes the loans in federal reserve bank notes, it ties 
up an equivalent amount of cash in government bonds. If it makes 
the loan in reserve notes, it increases the amount of outstanding 
reserve notes, leaving its cash the same. If it makes the loan in the 
form of a deposit, it increases deposits, leaving its cash the same. 
Expansion of loans by the twelve federal reserve banks, therefore, 
tends to reduce their cash reserve ratio, and, if continued, inevitably 
brings them down to the legal minimum unless the supply of gold 
produced in the country or imported increases in proportion to the 
loan expansion and finds its way into the reserve banks. 

21. Limits of expansion. The question may be asked: Suppose 
a reserve bank desires to expand loans, perhaps to stave off a finan- 
cial panic, after its cash reserve is down to the legal minimum of 
thirty-five per cent against deposits and forty per cent against 
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reserve notes; can it do so? Yes, in times of emergency the legal 
limit may be suspended and the reserve ratio be permitted to sink 
below the legal minimum. As a penalty, a graduated tax is placed 
upon such deficiency in reserves. 

The gold or lawful money that the reserve banks have over and 
above the required legal reserves of thirty-five per cent against de- 
posits and forty per cent against reserve notes may be called their 
‘““excess reserve.”’ The excess reserve is an index of the amount by 
which the reserve banks may further expand loans to member banks 
without suspension of the legal reserve requirements. For every 
dollar of excess reserve a reserve bank can expand loans in the form 
of gold or lawful money to the amount of $1; in the form of federal 
reserve notes, to the amount of $2.50; and in the form of deposits, 
to the amount of $2.85. Loan expansion can be carried to greater 
limits, therefore, by means of deposits than in any other way. 

Let us note further at this point that for every dollar extended 
in loans by reserve banks to member banks, the member banks in 
central reserve cities may expand loans in the form of deposits to 
their customers by $7.69; member banks in reserve cities may expand 
loans by $10; and member banks in other cities may expand loans 
by $14.28; provided that the member banks use the whole of the 
loan in the form of deposits in the reserve banks to build up their 
legal reserves. They would normally, however, use part of their 
loans to increase their cash supply on hand to meet day-to-day de- 
mands, so the possible expansion indicated is somewhat in excess of 
anything that would be likely to occur. But making allowance for 
the member banks’ requirements in the way of cash on hand, it is 
quite conceivable that for every dollar of excess reserves of the re- 
serve banks, loans of member banks could be expanded on the 
average by $20. Excess reserves of $1,000,000,000 in the hands of 
the reserve banks might permit bank loan expansion of $20,000,000,- 
000. 

22. Inflation easy under Federal Reserve System. It is obvious 
from the foregoing discussion that the Federal Reserve System is an 
admirable engine for the inflation of the currency, provided the re- 
serve banks acquire large cash reserves and are willing to use them. 
There is no adequate provision in the Federal Reserve Act, with its 
amendments, to prevent such inflation. Now it happened as a re- 
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sult of the war that enormous quantities of gold were imported into 
this country, and that through the operation of the Federal Reserve 
Act and its amendments this gold found its way largely into the 
federal reserve banks, where it did become the means of credit in- 
flation in the period following the end of the war and the chief cause 
of the severe crisis of 1920 and the depression of 1921. 

Further large imports of gold since the war have maintained the 
gold reserve of the reserve banks at a dangerously high level. On 
page 574 is given the statement of the combined resources and lia- 
bilities of the twelve federal reserve banks on May 5, 1926, in thou- 
sands of dollars. 

_ The reader may note that total reserves amounted to $2,950,581,- 

000, and that the ratio of total reserves to deposit and federal re- 
serve note liabilities combined was 74.5 per cent. The required 
legal reserve of 35 per cent against deposits and 40 per cent against 
reserve notes amounted in round numbers to $1,469,000,000. The 
excess reserves over and above this legal minimum amounted, there- 
fore, to $1,481,000,000. In other words, the federal reserve banks 
were in a position on May 5, 1926, to double their reserve note and 
deposit liabilities without falling below the legal reserve ratio. These 
great excess cash reserves of the federal reserve banks, ever since the 
recovery from the period of depression following the crisis of 1920, 
have menaced the country with another period of inflation. Whether 
or not inflation is to occur depends very largely upon the action of 
the small body of officials in control of the federal reserve banks. 

23. A good financial shock absorber, but not an ideal banking 
system. From what has just been said it may be concluded that 
the Federal Reserve System does not represent an ideal banking 
system. It lends itself too readily to inflation of bank credit. As 
a matter of fact, there seems to have been no clear design on the 
part of its makers to prevent its use as an engine of credit expansion, 
although, if Congress could have foreseen the great flood of gold 
imports, it is possible that the gold reserve provisions would have 
been made higher or some other measure taken to avert the dan- 
ger of such extreme inflation as is possible at present. Primarily 
the Federal Reserve System was designed to operate as a financial 
shock absorber — to prevent financial panics from resulting after 
credit expansion — rather than as a means of preventing the de- 
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velopment of business cycles with their periods of wild expansion, 
their crises, and their periods of depression. 

As a financial shock absorber it has served admirably and in 
marked contrast to the National Banking System. It undoubtedly 
prevented the crisis of 1920 from degenerating into one of the worst 
panics in our history. Although the Federal Reserve System per- 
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mitted the expansion that led to the crisis, we should remember that 
the old system would probably have done the same. When the 
crisis came, the federal reserve banks saved the situation. When 
their reserves began to approach dangerously near the legal mini- 
mum, they raised their rediscount rates and otherwise discouraged 
loans, and thus put a damper on the wild speculation that had de- 
veloped in the stock market and the commodity markets. When 
the inevitable fall in prices came, the reserve banks utilized their 
reserves to extend necessary loans to member banks, who thus were 
enabled to maintain cash payments and to make loans to their cus- 
tomers, tide them over the period of stress, and save from ruin those 
who were not hopelessly involved by their own recklessness. It is 
probable, too, that other crises and panics would have developed 
under the financial strains of the war years if the Federal Reserve 
System had not been in operation. 

24. Federal Reserve System could stabilize prices. The Federal 
Reserve System is by far the best banking system we have ever had 
in this country and it should by all means be retained.! In the 
opinion of the writer it would be improved if Congress would au- 
thorize and require the Federal Reserve Board to maintain a credit 
policy designed to stabilize prices. The Federal Reserve System 
could readily be made an efficient instrument of price stabilization 
by means of the rediscount rate and its so-called open-market opera- 
tions. 

Rediscounting has already been sufficiently described. It takes 
place when a federal reserve bank rediscounts commercial paper, 
such as is represented by promissory notes, fora member bank. It 
is by this operation making a loan to a member bank at the latter’s 
request. Open-market operations refer to the buying by federal 
reserve banks in the open market of various kinds of commercial 
paper, such as bills of exchange, trade acceptances, and bankers’ 
acceptances. The exact character of such commercial paper that 
the reserve banks may buy is specified in the Federal Reserve Act 
and its amendments. In open market operations the reserve bank 
may take the initiative and need not wait for some member banks 


1 Originally the federal reserve banks were chartered for twenty years. By an 
amendment to the McFadden Branch Banking Bill of February, 1927, they were 
granted indeterminate charters. 
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in need of loans to ask it to buy or discount their paper. But re- 
discounting and open-market operations are alike in this: both 
represent a means of control by the reserve banks over credit ex- 
pansion. 

Now, if these means were to be utilized directly for the purpose 
of price stabilization, at the first positive indication of a rising price 
level the Federal Reserve Board would order the reserve banks to 
raise the rediscount rate and thus discourage further borrowing by 
member banks, which would thus discourage further lending by 
member banks to their customers, which would curtail buying and 
check the rise in prices. It might happen, however, that the mem- 
ber banks would be in a position to extend credit to their customers 
without much additional rediscounting at the reserve banks. Mem- 
ber banks could do this if they had large cash reserves. In this case, 
open-market operations might be resorted to. The reserve banks, 
having on hand considerable quantities of commercial paper which 
they had been buying during the preceding period of lower prices, 
would begin to sell this paper in the open market and cease buying 
any additional paper. They might also sell any government bonds 
or treasury certificates they held, and thus absorb from the open 
market large sums of money which would ultimately be drawn from 
bank reserves, and thus the lending power of the banks would be 
reduced, buying power curtailed, and the rise in prices checked. In 
case of falling prices, the reserve banks. would pursue the opposite 
policy, reducing the rediscount rate and buying freely securities and 
commercial paper in the open market. This would not necessarily 
check falling prices in a period of waning business confidence. But 
it would make recovery easier and more prompt. Naturally, in a 
period of financial demoralization such operations of the federal 
reserve banks might have a negligible effect. But if the reserve 
banks were used to stabilize prices, the great rise in prices, which 
ordinarily causes financial demoralization in the end, would never 
take place. It seems quite probable that with a price stabilization 
policy in effect, there would be only minor price disturbances to 
contend with, except possibly in time of war, and that these minor 
disturbances could be readily corrected by the reserve banks, 
whether the movement were up or down.! 

1 Compare Chapter XX XI, Section 13. 
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25. The use of index numbers. Opponents of a price stabiliza- 
tion policy often ridicule the idea that prices can be stabilized, as- 
serting that prices are determined by demand and supply, and that 
the prices of commodities cannot be controlled by Government or 
bankers. How, they ask, can the Federal Reserve System stabilize 
the price of wheat if the crop fails or turns out unusually well? 
Will the price of wheat not risé in the one case and fall in the other 
regardless of the rediscount rate of the reserve banks? It is obvious 
that such persons either do not understand what price stabiliza- 
tion means or desire to discredit it by misrepresenting it. 

No one proposes to keep all prices stationary by the manipula- 
tion of federal reserve operations. Individual prices would still rise 
and fall in accordance with the principle that the market price must 
equalize demand and supply. What is proposed is a stabilization 
of the general level of prices — the average prices of commodities. 
This involves the use of an index number of prices. What an 
index number of prices is can be explained by means of a simplified 
example. Suppose we are considering three commodities, wheat, 
cotton, and copper, and suppose that the prices of these three com- 
modities had been as follows: 


1913 1920 
Wiheatepenibusiellme tsrsccennyte sete: $1.00 $2.20 
Cottons perm poundi ee aa eee 10 30 
(Cloyajoen, ree jooumicl esa soeeaeonebede 15 .30 


We wish to construct an index number that shows the average 
rise in prices of these commodities from the year 1913 to the year 
1920. There are various methods of doing this which are treated 
elaborately in books on statistics, some of them suitable for one 
purpose and others for other purposes. It will suffice for our pur- 
pose of illustration here to use a simple method — that of finding 
the average percentage increase in price as follows: 

The price of wheat increased from $1.00 to $2.20, or to 220 per cent of its 

1913 price. 

The price of cotton increased from $0.10 to $0.35, or to 350 per cent of 

its 1913 price. 

The price of copper increased from $0.15 to $0.30, or to 200 per cent of its 

1913 price. 

The average of these three increases is found by adding them to- 

gether and dividing by three: 
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220 per cent plus 350 per cent plus 200 per cent equals 770 per cent. 

770 divided by 3 equals 256.6 per cent. 

Our index number of prices is therefore 256.6, and indicates that 
the average price of the commodities included was, in 1920, 256.6 
per cent of their average price in 1913. The rise in prices has been 
100 per cent less than that, since we start with 100 per cent in 1913. 
The rise has been, in other words, 156.6 per cent. 

If now, instead of taking assumed prices of just three commodi- 
ties, we take actual prices of a great number of important commodi- 
ties and by some such process as the foregoing calculate the average 
rise In prices, we obtain an index of the general rise in prices. Many 
such indexes are currently constructed and published in various 
government publications and elsewhere. A widely quoted index 
number of prices is that of the United States Bureau of Labor Sta- 
tistics. It shows the average level of wholesale prices in the United 
States expressed as a percentage of the 1913 price level. Approxi- 
mately four hundred commodities are now included in this index 
and various statistical refinements are resorted to to make the index 
portray more accurately the actual price movements that occur. 
Another widely used index is that of Irving Fisher, which is pub- 
lished weekly and shows the average price level as a percentage of 
the 1913 price level. 

If the Federal Reserve Board should undertake to stabilize prices’ 
through the federal reserve banks, it would need to construct some 
such index number of prices and then so regulate the operations of 
the reserve banks as to maintain the general level of prices as nearly 
as possible at a constant figure, as 150 per cent of the 1913 price 
level, or 100 per cent of the 1926 price level. Since the federal 
reserve banks already have well-developed statistical departments 
with a staff of competent statisticians, 1t would not be a difficult 
matter for them to construct the required index number. A bill 
providing for price stabilization through the Federal Reserve 
System — the so-called Strong Bill — was debated in Congress 
in 1926, but failed to pass. Should some such law be enacted, it 
would represent a direct application of the quantity theory of 
money to the practical affairs of Government and business. 

26. Federal Reserve Board policy, 1922-26. Although not au- 
thorized by law to pursue a policy of price stabilization, it seems 
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that the Federal Reserve Board has as a matter of fact been apply- 
ing such a policy during the last five years. The evidence of this 
is found in the relatively mild fluctuations in the level of prices and 
business activity during the years 1922-1926, and in the nature of 
the rediscounting and investment operations of the federal reserve 
banks. The banks seem to have pursued the policy of increasing 
their investment and open-market operations when the demands of 
the member banks for rediscounts have fallen off, and of reducing 
their investments when rediscounts have increased, so that their 
total amount of bills discounted and investments, which may be 
called the total reserve bank credit, has tended to fluctuate closely 
around $1,100,000,000. This is graphically illustrated in Figure 
13:5 


Millions of Dollars 








Figure 13. Bitits DiscouNTED AND INVESTMENTS OF FEDERAL 
RESERVE BANKS 


(From Survey of Current Business, April, 1926) 


27. Stock of money of various kinds in the United States on May 
I, 1926. Since in this chapter we have completed our discussion of 
the various kinds of money used in the United States, this seems a 
fitting place to introduce a recent statement of the United States 
Treasury Department, showing the stock of money in the country 
and in circulation, and some comparative figures for earlier years. 
The reader should note in particular in this statement the large 
amount of gold coin and bullion, and the large quantity of federal 
reserve notes. The statement must be studied carefully if it is to be 


1 A similar chart kept up to date may be seen weekly in The Annalist. 
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understood, and to aid the reader the footnotes explaining in part 
the figures in the table have been inserted, just as they are found 
with the original Treasury statement. 


EXERCISES 


1. State concisely the conditions of note issue under the National Banking 
System; under the Federal Reserve System. 

2. State the legal cash reserve requirements of all banks under the National 
Banking System; under the Federal Reserve System. 

3. What should be the purpose of an ideal banking system? In what re- 
spects, if any, does the Federal Reserve System approach the ideal more 
closely than the National Banking System? 

4. Suppose that a country bank of the Federal Reserve System has cash re- 
serve of $100,000 in its federal reserve bank, and has no time deposits, how 
large may its demand deposits become without reducing its cash reserve 
below the legal limit? Suppose that having reached the legal limit, it re- 
discounts $50,000 of 90-day paper with its federal reserve bank at 4 per 
cent, how many additional loans may it then make in the form of demand 
deposits? 

5. Suppose that a federal reserve bank has excess cash reserves of $100,000,- 
000 in gold, how many millions of dollars may it lend to its member banks 
in the form of gold certificates? In the form of federal reserve notes? In the 
form of deposits? 

6. Find the latest available statistics of total purchasing power in the United 
States in the form of money and bank deposits subject to check, and in the 
latest weekly statement of the Federal Reserve Board note the cash re- 
serve ratio and the total cash reserves of the twelve federal reserve banks 
combined. ‘Then, on the basis of the quantity theory of money and the 
equation of exchange, calculate roughly the probable rise in the general 
price level that would take place if expansion of bank loans continued until 
the federal reserve ratio were down to the legal minimum. Assume that 
all loans are made in the form of bank deposits, and that the reserve banks 
lend in equal amounts to all three classes of member banks. 
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CHAPTER XXxXI 
RISK, INSURANCE, AND SPECULATION 


1. Risks of roundabout production for profit. The present round- 
about system of production for profit involves the investment of 
capital and heavy operating expenses extending over a period of 
several years before the ultimate product of industry — consumers’ 
goods — results from the long-drawn-out process. This not only 
gives rise to the problem of interest on producers’ loans,which has 
already been considered, but accounts also for most of the risk in 
industry and provides the occasion for a great deal of speculation. 
Consider the risks that a producer would assume if he undertook 
single-handed to supply a thickly populated manufacturing sec- 
tion, such as our Northeastern States, with flour produced from 
wheat grown in a distant undeveloped section adapted to wheat- 
growing, but inaccessible for lack of railroads, as were the States 
west of the Mississippi before 1850. Among the operations he 
would need to carry through would be the building of thousands of 
miles of railroads, the development of farms in the wheat country, 
the building of mills and elevators. But before he could build rail- 
roads and mills and develop farms, he would need raw materials, 
machinery, and equipment of various sorts, for the production of 
which other raw materials, machinery, and equipment would be re- 
quired, and so on back indefinitely, one might say, to the very 
beginning of the accumulation of capital. But even if we do not 
trace back the beginning of his project beyond the time required to 
build his railroads, mills, and elevators and to open up his farm 
lands with materials, tools, implements, and machinery already 
produced by others and bought at the market price, several years 
would still be required to carry through these stages of production 
and to put his flour on the market. During all these years of pre- 
paratory work, he would know neither how much his later expenses 
would be nor how much he would get for the product. There would 
always be the chance that the total value of all the flour he would 
produce would be less than his total expense in bringing it to mar- 
ket. Moreover, for many years he would have no current income 
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out of which to meet expenses, which would be so great that no one 
man would be likely to have enough capital at his command to 
carry the project through. But even if he did have, it would be 
exceedingly risky for him to undertake such a long-drawn-out 
process of production. 

2. Risk reduced by specialization. Ordinarily when a business 
man engages in production he confines himself to one stage of pro- 
duction, as producing wheat, transporting wheat (and other com- 
modities) milling, wholesale distribution, retail trade, construction, 
or manufacture of machinery. This has two distinct advantages: 
First, one man is ordinarily more competent at directing one stage 
of production than at directing many stages of production. This 
sort of specialization represents merely one form of the division of 
labor. Second, when industry is thus specialized or cut up into 
sections, no business man needs to wait long for the returns, in 
money, to come in on his business. The interval between buying 
and selling is cut down. The farmer, for instance, sells his wheat 
within a year from the time he sows it, and may begin to enjoy an 
income even in less than a year from the time he begins business. 
The construction specialist who builds the mill gets paid when the 
mill is built, and the miller begins to sell flour within a few months 
from the time his first expense in building the millisincurred. Like- 
wise the railroad begins to enjoy revenue from its operations as 
soon as it runs trains over its newly built track. 

Risk is thus reduced for every business man concerned, since it is 
easier to foresee possibilities of changes in demand and supply over 
a short period than over a long period, and in one stage of business 
than in many stages. For society as a whole risk of having capital 
and labor wasted on unproductive enterprises is also reduced by 
reason of the fact that specialists are less likely to make mistakes 
than jacks-of-all-trades. 

But risk is by no means eliminated. All along the line of produc- 
tion capital is sunk in enterprises which depend for their continued 
success upon the demand months or years later for the finished 
consumers’ goods toward whose ultimate production they contrib- 
ute. If for some reason a smaller quantity is demanded than antic- 
ipated, or if some rival source of supply causes excessive quantities 
to be thrown on the market, the money return will be smaller than 
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expected and losses may result to some producers and perhaps to all 
producers in the whole chain of productive processes. A good ex- 
ample of this sort is represented by the expansion of grain-growing 
and railroad-building in the West after the Civil War. Hundreds of 
millions of dollars were invested in building railroads and in develop- 
ing farms in the expectation that the demand for farm products in 
the Eastern States and in Europe would be great enough to make all 
this enterprise pay. But production expanded so much more rap- 
idly than demand that the price for farm products which ultimately 
equalized demand and supply was too low to cover the expenses 
incurred. Both the railroads and the farmers suffered great loss, 
as did also in all probability other business men closely linked in this 
particular chain of production. The price of wheat and corn was 
so low per bushel that, divided among the farmers, the railroads, the 
grain dealers, and others in the chain of production, it was too small 
to yield all of them an adequate income. The evil in this particular 
case was exaggerated by the peculiar monetary conditions of the 
time, discussed in Chapter X XVI. 

3. The risks of the specialist. ven when business becomes 
highly specialized, so that the miller, for example, does nothing but 
manufacture flour, or the automobile manufacturer nothing but 
make cars, business is still risky. Ordinarily some capital:must be 
sunk in plant and equipment before either total costs or the total 
value of the product can be calculated with certainty, and operating 
expenses may mount high before the product is ready for sale. 
Once the enterprise is under way, the business man is committed to 
certain expenditures which he cannot cancel merely by ceasing op- 
erations. To back out of an unprofitable enterprise may be more 
costly than to continue operating at a loss. Like H. G. Wells’s 
hero, Mr. Britling, the business man once in the mess must see it 
through. To abandon the enterprise once it is started may mean 
to sell plant and equipment and other goods on hand at junk- 
dealers’ prices. The loss may be nearly one hundred per cent. 

Note the variety of possible unfavorable developments which may 
shatter the business man’s rosy hopes of profits. His competitors 
may produce more than he expected, making it difficult for him to 
sell his total output at a favorable price. If domestic competition 
is not disastrous, foreign producers may invade the market and de- 
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press prices. A substitute product may threaten the existence of 
his business — as the electric refrigerator threatens the ice business, 
or as rayon products threaten the silk industry. If his product is 
some specialty subject to the whims and fancies of the public, these 
whims and fancies may change. Fashions change. Goods become 
out of style. All these things and others may compel him to sell 
at a lower price than he anticipated or may prevent his selling at all. 

At the same time his costs per unit of product may be greater 
than he had reason to expect. Labor, materials, and machinery 
may rise in price. Freight rates may be raised. Shortage of raw 
materials and labor may develop. Railroad embargoes, car short- 
ages, or labor troubles may obstruct production, increase cost, and 
cause the producer to lose the most favorable opportunity for sale. 
On top of all this are other hazards of industry, including storms, 
floods, fire, war, crop failures. 

4. Reducing risk by monopoly and combination. It is natural 
that business men should try to avoid the risks at the same time 
that they try to seize the profits of industry. We have already dis- 
cussed how they sometimes try, by developing a monopoly, to avoid 
the risk of having competitors undersell them. When a monopoly 
is acquired, risk is certainly greatly reduced, although it is not elim- 
inated. Unless the monopoly is protected by law, it may not be 
maintained. If it is protected by law, as in the case of public util- 
ity monopolies, there is the risk of having rates regulated so severely 
that losses rather than profits may result, and the further danger 
that some substitute good or service will come into use and destroy 
the value of the monopoly’s investment. 

Business men also sometimes strive to reduce risk by building up 
vertical combinations, — carrying production through a number of 
stages, — as we have noted in an earlier chapter. They thus avoid 
the risks of a shortage of raw material and the danger of not finding 
a market for their products in the earlier stages of the chain of pro- 
duction. But this loses the advantages of specialization and in- 
volves a long-drawn-out process of production which, as we have 
already indicated, has risks of its own which business men ordinarily 
avoid by the process of specialization. 

5. Reducing risk by insurance. Some risks can be reduced or 
avoided by insurance, such as fire, fidelity, and storm insurance. 
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For a relatively small payment annually insurance companies stand 
ready to indemnify business men and others for losses suffered from 
the particular contingency insured against. The principle upon 
which insurance companies operate is simple. Statistics of fire, for 
instance, compiled for a long term of years indicate that for property 
of a given kind fire losses will average perhaps 1 per cent a year. 
Such property they may safely insure against loss by fire for a pre- 
mium somewhat greater than 1 per cent, let us say 1.25 per cent. 
If an insurance company has in force $10,000,000 of such insurance, 
its income from this source will be $125,000 a year. Its losses, if 
approximately as expected, will be $100,000. The difference will 
represent the gain of the insurance company on this series of trans- 
actions, out of which it can pay operating expenses and perhaps 
enjoy a profit. Insurance companies may thus relieve business of 
risk of certain kinds without any great risk to themselves. If com- 
petition is keen among insurance companies and their study of the 
statistics of their business is thorough, their insurance rates will tend 
to be just a little more than the rate of loss on the property insured. 
Their incomes, in other words, will tend to cover their costs, but 
little more than that. Most business men insure their property 
against fire, and may take out also insurance against loss by storm, 
theft, or accidents, and some business concerns insure the lives of 
their executives, since the untimely death of an important execu- 
tive may represent a greater loss to the business than the destruc- 
tion of a building by fire. 

These various kinds of insurance reduce the total risks of industry, 
since they permit individual business men to avoid serious risks 
without throwing equal risks upon the insurance companies. They 
do not, however, reduce the total loss by fire, theft, accident, and 
the like, except indirectly. If the same precautions are taken, the 
business man who is insured against fire will be no more and no less 
likely to have fires than the uninsured business man. There is 
always the danger of dishonest men’s insuring their property for more 
than its actual value and then setting fire to it for profit. That 
some incendiary fires must be contended with is evident from the 
statistical fact that losses by fire are somewhat greater during times 
of business depression than during prosperous years. Thus, fire 
insurance may actually increase fire losses, which in the long run 
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the people of the country must bear in the form of higher prices 
or fewer goods, or both, or in longer hours of labor. 

On the other hand, insurance may mean a net saving to society. 
Insurance companies may educate their patrons in fire and acci- 
dent prevention by offering lower rates when specified conditions are 
met. When fire insurance rates vary with the fire hazard, business 
men strive to obtain lower rates by reducing the hazards and may be 
instructed by the insurance companies how to reduce the hazards. 
Possibly the greatest gain from insurance comes from the fact that 
business men who are insured against loss do not have their effi- 
ciency reduced by worry over fire, theft, accidents, and the like, 
and do not find their business thoroughly disorganized or ruined 
when the disaster insured against befalls them. 

6. Speculation and speculators. One form of business activity 
is called “speculation,” and those who engage in speculation are 
called “speculators.” It is somewhat difficult to draw the line 
between ordinary business activities and speculation. All business 
men buy to sell at a profit, which is just what the speculator does. 
Other business men, like speculators, may profit from a rise in the 
prices of the things they buy or suffer losses from a decline in the 
prices. There is, however, this important difference: the business 
of speculation depends upon price fluctuations — the ups and downs 
of the market. It is from these alone that the pure speculator gains 
hisincome. But the manufacturer, the merchant, and various other 
classes of business men operate, not because such price movements 
occur, but in spite of them. Many would prefer to operate under 
more stable conditions, and consider the ups and downs of the com- 
modity markets an evil to be avoided if possible. The manufac- 
turer is concerned primarily with so combining labor, raw materials, 
plant, and equipment as to produce a finished product that will sell 
for more than. his costs of production. His gain should result pri- 
marily from his skill in manufacture rather than from fluctuations 
in prices of his raw materials or his product. Likewise the retail 
merchant’s gain should come primarily from the normal difference 
between wholesale prices and retail prices, and not from fluctua- 
tions in one or both of these. On the contrary, the pure speculator’s 
gains must come from price changes. He buys and sells the same 
commodity in the same form, hoping for a change in price between 
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the time he buys and the time he sells. Only if the commodities 
he buys rise in price can he make a profit. If they fall or remain sta- 
tionary, he loses, since then he cannot make operating expenses. 

Since commodities of all kinds do fluctuate in price, there is a 
speculative element in every kind of business. Some business men 
welcome this speculative element and make no attempt to avoid it. 
Indeed, many buy raw materials at times in larger quantities than 
are required for their regular business operations at the time, in the 
hope of being able to sell later at a higher price, or in the hope of thus 
cutting down their costs by laying in a large supply before the rise 
in price. Some business men, however, avoid speculation as far as 
they can, and concentrate their business ability on the process of 
manufacture or merchandising which they consider their real busi- 
ness. 

7. Organized commodity exchanges or markets. The great 
organized commodity exchanges or markets offer at the same time 
a splendid opportunity for speculators to speculate and for other 
business men to rid their business of the speculative element by the 
process called “hedging.” This can be illustrated by a brief de- 
scription of the Chicago grain exchange, or, as it is commonly 
called, the Chicago Board of Trade, and its operations. Chicago, 
by reason of its location, is a great railroad center tying together the 
agricultural West and the manufacturing East, and is naturally, 
therefore, a great grain market. Hundreds of millions of bushels 
of grain are sold there each year by Western producers or dealers 
and distributed from there among millers and others for domestic 
consumption or for export. The Chicago Board of Trade is an 
association of grain dealers or brokers organized for the purpose 
of reducing to order and system the Chicago grain market, which 
without some sort of organization would be in a chaotic state. 
The+Board of Trade provides the physical equipment and the 
rules and regulations which make an orderly and efficient market 
possible. 

The physical equipment consists in part of a large trading room 
where the hundreds of dealers or brokers may meet. This room is 
equipped with tables for displaying samples of grain; the famous 
‘pits,’ where those engaged in future trading may be stationed in 
such a way as to communicate easily with one another by signs while 
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trading; great numbers of telephones and telegraph instruments 
bringing in news relating to the demand and supply and prices of 
grain all over the world; large blackboards on which the latest grain 
news and the latest market quotations are displayed; and “ tickers,” 
some of which reel off price quotations, while others give the latest 
gossip of various kinds relating to the grain market. 

In this brief discussion a full account of trading on the grain ex- 
change cannot be given, but we may note the main features of cash 
sales and of dealing in futures. Country shippers consign wheat or 
other grain to Chicago commission merchants who act as the agents 
of the shippers in selling their grain. The commission merchants 
bring a sample of the grain from each car, which has been officially 
inspected, and, displaying the sample at the tables provided for 
that purpose, sell the car of grain to the highest bidder. Since 
these commission merchants are specialists who thoroughly under- 
stand the grain trade and the needs of the various classes of buyers, 
they can ordinarily sell the grain to better advantage and at less 
expense than could the shippers themselves. Although the market 
thus performs a great service to the grain trade in these cash sales, 
the more interesting aspect of the market is that of dealing in fu- 
tures. 

8. Dealing in futures. A person who is dealing in futures on the 
grain market is one who buys or sells grain for future delivery. 
The regular delivery months for wheat in Chicago, for example, are 
May, July, September, and December. To illustrate this point: 
On June 23d, Smith may sell to Brown for delivery in September, 
100,000 bushels of wheat of a specified grade at $1.33 a bushel. 
Smith does not actually have to own wheat to make such a contract, 
but may sell at the price of $1.33 for September delivery, hoping to 
buy that much wheat later for September delivery at a lower price 
and thus make a profit. A man who sells wheat for future deliv- 
ery when he owns no wheat is said to be ‘‘short” of wheat.  Al- 
though such contracts are for actual delivery at the specified time, 
any seller may ordinarily avoid making actual delivery of the wheat 
by “‘covering”’ his short sale — that is, by buying an equal amount 
of wheat for delivery in the same month. The one contract offsets 
the other. 

Members of the grain exchange not only trade among themselves, 
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but act as brokers buying and selling for others, so that one need 
not be a member of the grain exchange to deal in futures. Future 
trading is of two kinds, the trading of speculators who hope to make 
a profit from price changes, and the trading of other business men 
who deal in futures to safeguard themselves from the hazards of 
price changes. We will consider first the trading of speculators. 

A speculator who buys wheat in June for delivery in September 
does so presumably because he believes that in September cash 
wheat will be worth more per bushel than he has paid, or because 
he believes that some time before September he can sell his future 
contract for more than he paid for it. In either case he will thus 
make a profit if his views are correct. On the other hand, the spec- 
ulator who sells wheat for September delivery believes that condi- 
tions of demand and supply will be such in September or before Sep- 
tember that he can buy back as much wheat as he sold for a lower 
price than he has received. Current price quotations of wheat for 
September delivery may then be said to represent the consensus of 
opinion of all speculators in wheat of what the price of wheat will 
probably be in September, all things considered. They represent, 
in other words, a sort of composite forecast of the future price of 
wheat. As conditions of demand and supply change, this forecast 
will change and the price will vary. Since the demand for wheat is 
highly inelastic and a comparatively small change in supply will 
cause a relatively sharp change in price, and since the market for 
wheat is world-wide and affected by conditions the world over, it is 
to be expected that prices for future delivery will be subject to con- 
tinual fluctuations often severe in character. 

Professional speculators in wheat, whether members of the grain 
exchange or not, become particularly expert in forecasting the price 
of wheat. They keep in touch with conditions of demand and sup- 
ply the world over, and they are quick to grasp the significance of 
any news item bearing upon demand and supply and to weigh care- 
fully the conflicting reports that pour in by telegraph and cable or 
radio from all corners of the earth: Europe is taking 2,000,000 
bushels; small surplus for export in Russia; dry weather in India; 
hot winds in Kansas; green bugs in Oklahoma; rust in Minnesota; 
strike in Argentina; grain price stabilizing bill discussed in Con- 
gress, etc., etc. Hach of these reports is interpreted by numerous 
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speculators as justifying some change in price, and so quotations 
jump nervously up and down, sometimes giving great leaps and at 
other times taking great tumbles. 

Those speculators who forecast more accurately than others the 
probable trend of prices make profits from their deals; those lose 
who forecast less accurately. Now speculators may be classified as 
of two kinds: those who speculate intelligently, on the basis of ac- 
curate knowledge of the facts of demand and supply, and who have 
the ability to judge shrewdly the probable effect of the changes in 
demand and supply upon price; and those who speculate without 
an accurate knowledge of the facts, and who have little ability to 
forecast price movements. The former may be called “‘ professional 
speculators” and the latter “‘amateurs.’”’? Naturally the amateurs 
generally lose and their losses aid the professionals materially in 
gaining substantial incomes. 

The following price quotations from the Chicago market, June 
23, 1926, iridicate the nature of the price fluctuations of wheat dur- 
ing a trading day, from one day to the next, and from one year to 
the next: 
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The prices quoted include, as indicated by the headings, the open- 
ing prices on the morning of June 23d, the highest and the lowest 
prices quoted that day, and the closing quotations of that day and 
the day before. For purposes of comparison the closing quotations 
of the same day last year are given. The price changes in this par- 
ticular case are very moderate. But it is not uncommon for prices 
to rise or fall three, five, or even ten cents in one day, and even 
greater changes have often occurred. 

9. The good and evil of speculation. Speculation in wheat and 
other commodities is often condemned on the ground that specu- 
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lators artificially manipulate prices, causing the “‘legitimate”’ sellers 
to receive less and the ‘‘legitimate” buyers to pay more than would 
be the case if the speculators could be kept out of the field. Now, 
as a matter of fact, honest and intelligent speculation has just ex- 
actly the opposite effect. This may be illustrated by the case of 
wheat. Approximately two-thirds of the entire wheat crop of the 
United States is thrashed and thrown on the market during the four 
months of July, August, September and October. Thus the “‘legit- 
imate” sellers, the producers and the country shippers, want to 
sell about eight months’ supply in four months. On the other 
hand, the millers, who are the greatest “legitimate” buyers of 
wheat, prefer to buy their supply as it is required for milling. IH, 
now, there were no speculative buying of wheat there would nor- 
mally be a great oversupply during the months immediately follow- 
ing harvest, and this would tend greatly to depress prices. It 
would, in fact, depress prices to the point which would tempt millers 
to buy a whole year’s supply in advance of their requirements. This 
price would tend to be so low that it would pay farmers to feed wheat 
to live stock, and this would tend to cause some degree of scarcity 
later in the year and abnormally high prices. Thus there would 
tend to be a yearly cycle of prices, running from very low to very 
high, and then down to very low again, with much wasteful con- 
sumption of wheat. Speculative buying and selling of wheat tends 
to prevent such great annual fluctuations, and thus tends to give 
farmers a better price for their wheat and consumers on the aver- 
age cheaper flour or bread. In fact, speculation tends to iron out 
all fluctuations in prices that can be fairly accurately forecast by 
systematic study of conditions of demand and supply. Speculation 
cannot, of course, prevent price changes that result from unpre- 
dictable changes in demand and supply, such as those resulting 
from abnormally favorable or unfavorable seasons. 

The presence of dishonest and ignorant speculators in the specu- 
lative market may, however, prevent the normal results of honest 
and intelligent speculation from being achieved and may lead to 
serious evils. Ignorant speculators, acting without an understand- 
ing of basic price-determining conditions, tend to rush in and buy 
whenever they see a sustained upward movement in prices under 
way, or to sell short when they see a persistent downward tendency 
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under way. Taking advantage of this fact, professional speculators 
with great financial resources sometimes buy wheat in large quan- 
tities and start an upward movement in prices not justified by 
fundamental conditions of demand and supply, hoping to tempt 
the gullible outsiders, the mere gamblers, into the rising market, 
and then unload their holdings on the victims before the ruse is 
discovered. This is, however, a dangerous undertaking, since 
other professional speculators hamper the upward movement by 
selling in large quantities when the price seems higher than con- 
ditions justify. Again, the professional manipulators may suddenly 
dump great quantities of wheat on the market, hoping to demoralize 
the market to the extent that they may buy back at a lower price 
what they have sold. t 

Such tactics of professional manipulators are aided by the prac- 
tice of buying or selling wheat on margins. Buying on margin 
means simply that the buyer advances only a fraction of the buying 
price and borrows the remainder from or through his broker. His 
margin may be perhaps only ten cents a bushel. If then the price 
drops and he can borrow no additional funds, he must sell his hold- 
ings even against his better judgment. Buying on margin permits 
the speculator to deal in much larger quantities than he could handle 
if he advanced all the money himself, but it means ruin if a sudden 
sharp dip strikes the market, such as professional manipulators may 
produce. A dip of ten cents a bushel forces many who have bought 
on margin to sell, and their selling forces a further decline in prices, 
which gives the manipulators their opportunity to buy back what 
they have sold. Similarly a sharp rise engineered by manipulators 
may compel other speculators who have sold short to cover their 
short sales and thus bid the market up against their own judg- 
ment. 

Sometimes large operators on the wheat market attempt to corner 
the market. By this is meant that they try to buy up all the wheat 
that is offered at a certain delivery month, and make it impossible 
for those who have “sold short”’ to cover their contracts or obtain 
enough cash wheat to deliver what they have sold. They can, if 
successful in this maneuver, compel those who are short to buy 
wheat from the manipulators at exorbitant prices or pay them enor- 
mous sums to be released from their contracts. Corners have suc- 
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ceeded in very few instances, and the manipulators are more likely 
to lose than to gain, since they must buy much wheat at high prices. 
But even when corners are not successful, they cause violent price 
changes which are against sound public policy. Such professional 
manipulation of the market is obviously an evil. 

The remedy for the evils of speculation is not, however, the abo- 
lition of speculation by law, any more than the remedy for losses by 
fire is the abolition of fire by law. Manipulation is made possible 
primarily by the large army of ignorant speculators who insist upon 
speculating not only in ignorance, but upon slender margins. If 
these egotistic optimists or gamblers, who believe that when they 
buy the market is bound to go up, or that when they sell it is bound 
to go down, did not enter the speculative market, little would be 
heard of the evils of speculation. 

10. Hedging. One of the desirable features of speculative com- 
modity markets is the opportunity it gives many business men, by 
hedging, to remove the speculative element in large degree from their 
business. Hedging is very common among business men dealing 
in grain and grain products, such as country shippers or millers. 
Millers are engaged in a highly competitive industry and can expect 
only a narrow margin of profit in the long run. Fluctuations in the 
price of wheat may temporarily give them large profits or ruin 
them, according to whether they are favorable or unfavorable. Ifa 
miller prefers a fairly certain moderate margin between the cost 
of production and the price of his product to the uncertain gains or 
possible losses resulting from price changes, he hedges. He may, 
for example, have made a contract to deliver one thousand barrels of 
flour a week for twenty weeks at a price which will give him a fair 
profit at the present price of wheat. He does not, however, care to 
lay in at once twenty weeks’ supply of wheat, preferring to buy his 
wheat from week to week as it is required. But there is the chance 
that wheat may rise in price and that this rise may involve him in 
loss. To avoid this possibility he may buy at once enough wheat 
on the speculative market for future delivery to make his 20,000 
barrels of flour, something less than 100,000 bushels. Then, as he 
buys his cash wheat from week to week for milling, he sells an equal 
amount of wheat for future delivery, and by the time he has bought 
all the cash wheat required, he has sold an equal amount of wheat 
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for future delivery, thus closing out his hedging operations. If, 
now, wheat during this twenty-week interval rises in price, he makes 
enough profit on his hedging operations to offset the rising costs of 
his milling operation, and thus retains the normal milling profit that 
he expected. 

Similarly, grain dealers who buy from farmers and ship wheat to 
market may hedge during thé interval, perhaps two or three weeks, 
required for shipping and delivering the wheat to commission mer- 
chants at the primary market. During this interval the price of 
wheat might fall by an amount several times greater than the grain 
dealers’ margin of profit. 

It may not be clear to the reader why cash prices of the wheat 
which the miller buys should fluctuate approximately by the same 
amount as future prices. There tends to be a natural relation be- 
tween cash prices and prices for future delivery, determined by the 
carrying charges — the costs of storing and insuring grain from the 
time purchase is made until the time of delivery, and the interest 
charges on the money required. If the spread between the two 
prices is greater than this carrying charge, it pays to buy cash wheat 
and store it to be delivered on contracts for future delivery. There 
are exceptions to this rule which for lack of space cannot be con- 
sidered here. 

The advantages of hedging are possible for all business men deal- 
ing in or using considerable quantities of commodities for which there 
are organized speculative markets. These commodities include, in 
addition to grains, cotton, sugar, coffee, rubber, and wool. 

11. Stock market speculation. The New York Stock Exchange . 
and lesser stock exchanges in other cities are organized markets for 
corporation stocks and bonds and government securities. They 
offer the investor excellent opportunities to buy and sell investments 
and the speculator ample scope for the display of his ability or lack 
of ability. Just as it is difficult to draw the exact boundary line be- 
tween speculation in commodities and ordinary business buying and 
selling, so it is difficult to draw the line between investment in stocks 
and bonds and speculation in these securities. There is, however, 
this fundamental difference: The investor buys bonds, ordinarily, 
and sometimes stocks, primarily for the sake of securing an income 
in the form of interest — the premium on present goods in terms of 
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future goods. The speculator buys, not primarily for income in the 
form of interest, although he may receive interest on his investment, 
but in order to make a profit — something over and above interest. 
The profit may come from a rise in the price of the security he buys, 
or from a high current rate of return in the form of dividends or 
contract interest on the price paid for the securities. To illustrate 
this point: The pure investor buys government bonds, and is content 
with, let us say, four per cent interest, with no hope of selling the 
bonds for more than he paid. The speculator buys a corporation 
bond or stock on which the income is high, but uncertain, say ten 
per cent. If he can hold it for a year and sell it for the same price 
he paid, he has made a profit in the form of the high current yield 
above a fair rate of interest. If the security rises in price before he 
sells, he obtains an additional profit. More often than not the 
speculator has his eye primarily upon the possibility of a rise in 
price which he may hope to realize within a few hours or days, or for 
which he may be willing to wait months or years. Although either 
stocks or bonds may be made the instrument of both investment and 
speculation, bonds are ordinarily bought by the pure investor and 
stocks by the speculator. Certain securities combine a fair degree 
of safety of income and principal with some chance of enhancement 
in value and these are sometimes designated by the descriptive, al- 
though not linguistically pure, term ‘“‘spec-vestment,” and the 
persons who buy them are called ‘‘spec-vestors.”’ 

The New York Stock Exchange has a large trading room for the 
convenience of members of the exchange dealing in securities, and 
elaborate and efficient equipment for the prompt dissemination of 
market news. ‘The hundreds of members of the exchange buy and 
sell stocks and bonds among themselves and act as brokers for the 
thousands of outside investors and speculators. 

For those inclined to speculate, the common stocks of corpora- 
tions offer ideal instruments because they are peculiarly subject to 
price changes. The reasons why these stocks fluctuate have already 
been indicated in our chapters on public utilities and railroads. In 
brief, the stock market valuation of the stock of any corporation 
tends to represent the anticipated future income of the stock per 
share capitalized at the current rate of ‘‘interest”’ that would repre- 
sent a fair return on the price paid considering the degree of un- 
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certainty of the income or the risk involved of losing the principal. 
If the corporation, for example, had earned during the past ten 
years an average return of $10 per share, had earned in the last year 
$15 a share, and had good prospects of earning in the next five years 
an average of $15 a share, its stock would tend to sell on the basis of 
an anticipated income, fairly certain to approximate $15 a share, 
and not likely to sink below $10. If the income of $15 were ab- 
solutely assured for an indefinite number of years and the current 
rate of pure interest were five per cent, the stock would sell for 
$300. Under the circumstances just assumed, it would sell for con- 
siderably less than $300, perhaps for $150. If the income in the past 
had been smaller and the anticipated future income were smaller 
and less certain, it would sell for less. If in the past no income had 
been realized and there were a bare chance of $2 a share in the years 
ahead, it might sell for as little as $2 or $3 a share, or less. 

Now the earnings and prospective earnings of the common stocks 
of corporations, particularly of manufacturing or industrial cor- 
porations, tend to fluctuate sharply from year to year, or even from 
month to month, particularly if the corporations have bonds and 
preferred stock outstanding on which interest and dividends must 
be paid before dividends can be paid on the common stock. 

Running at capacity and selling its product at a fair price, a 
manufacturing corporation might, for instance, have net sales of 
$10,000,000 and operating expenses of $9,000,000. If dividends 
on preferred stock and interest on bonds and taxes, etc., amounted 
to $500,000, it would have left available for the common stock 
$500,000, or $5 a share if 100,000 shares were outstanding. Under 
the circumstances the stock might then sell for $50 a share. Sup- 
pose now that sales fell off so that the corporation realized only 
$8,000,000 a year, but that operating expenses did not fall in pro- 
portion, but fell only to $7,500,000. Then there would be left after 
operating expenses only $500,000, which would just pay preferred 
stock dividends, interest on bonds, taxes, etc., leaving nothing for 
the common stock. The common stock might then with reason 
drop to $10 or less a share. 

The continual fluctuation of stocks provides those who can suc- 
cessfully foresee these changes with a good opportunity to make a 
profit. This includes men in positions of responsibility with the 
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corporations who know, long before the public in general can know, 
probable changes in earnings, and it includes also certain other 
speculators who make a careful study of general conditions of 
business and of business conditions in particular industries, and can 
thus forecast successfully earnings of particular corporations with- 
out having ‘“‘inside information.” Unfortunately, the ups and 
downs of the stock market tempt thousands to buy and sell stocks 
who are in no position to pass sound judgments on the probable 
future prices of the securities in which they deal. 

12. Hazards of unintelligent stock market speculation. During 
the various phases of the business cycle the earnings of industrial 
corporations tend to go up and down in a body, some more and 
others less, in accordance with their varying degrees of prosperity 
or lack of prosperity. Stock market quotations of the various cor- 
porations then also go up or down more or less as a whole, and we 
have what are called great “bull” or “bear” markets. Since the 
professional speculators and the “insiders” ordinarily foresee the 
increase in corporation earnings before they are realized, the stock 
market boom, or bull market, tends to precede the business boom, 
and the stock market collapse, or bear market, tends to precede the 
period of business collapse and depression. And it is for this reason 
that many amateur speculators lose money on the stock market. 
They naturally tend to buy when business is prosperous and large 
earnings are being reported by the corporations, and they sell when 
business is bad and corporation reports show small earnings or even 
deficits. This tendency of the average amateur speculator permits 
the better informed to sell their stocks at high prices just before 
business turns bad and to buy stocks at bargain prices just before 
the next period of prosperity becomes evident. 

On the stock market even more than on the grain market manipu- 
lation of prices by professional speculators is possible. It is com- 
paratively easy for a small group of speculators, or a ‘‘pool,’’ to 
start an upward movement in the price of the stock of a certain cor- 
poration not justified by fundamental conditions. They buy 
heavily of its stock on the market, and at the same time skillfully 
disseminate vague rumors of various sorts indicating that the stock 
is greatly undervalued at its present price and that shrewd financiers 
who know its secrets are buying control of the corporation in the 
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open market. It is hinted that the stock is to go much higher and 
that the real facts about earnings are being carefully guarded until 
the big men manage to buy up all the stock in the market. The 
great activity of the stock on the market and the steadily rising 
price, together with the persistent rumors, inflame the cupidity of 
gullible victims and they begin to buy eagerly. As the ‘public 
following” of the ‘‘ pool” grows, the stock naturally rises faster in 
price until finally it rises to fantastic heights. During this period 
the manipulators carefully feed out their holdings to the outsiders, 
and thus manage to dispose of their stock at a good profit. After- 
wards the stock falls to its natural level—the price that is justified 
by itsactualand prospective earnings. Such operations succeed the 
more easily because it sometimes happens that a similar rise in the 
price of a stock takes place that is fully justified by subsequent 
events. 

On the stock market, as on the grain exchange, there are short 
sales and dealings on margin. A speculator may sell stock that he 
does not own, buying it later. Since he is actually required to de- 
liver stock that he sells short, he or his broker must borrow, during 
the interval between his short sale and his subsequent purchase, an 
equal number of shares of the stock from an actual owner. Whether 
a man sells short and buys afterward, or buys first and sells later, he 
makes a profit when he sells for a higher price than he pays and loses 
money when he sells for a lower price than he pays. Selling short, 
however, has dangers greater than buying to sell later. A stock 
cannot fall in price by more than the speculator pays for it. His 
possible loss is limited. But a stock may rise in price to fantastic 
heights. His possible loss on a short sale has no definable limit. If 
he buys 100 shares of stock at $25 a share, he can lose no more than 
$2500, plus brokers’ commissions and interest. But if he sells short 
at $25, the stock may rise to $100, $200, or even $1000 a share, and 
his loss may run into tens of thousands of dollars before he finally 
covers his short sale. It has occasionally happened that the stock 
of a certain corporation has been cornered. That is to say, specu- 
lators have sold short more shares than they are able to deliver, and 
those who have engineered the corner have bought them. The 
“shorts”? must then settle at ruinous terms. 

When a speculator buys stock on a margin, he advances only part 
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of the purchase price, perhaps twenty-five per cent, to his broker, 
and the broker supplies the balance or borrows it from his bank, 
keeping the stock as security. Buying on margin is particularly 
hazardous, since, if the stock threatens to drop in price so far that 
it is worth less than the amount of the broker’s loan, the broker will 
call for more margin, and if this is not forthcoming he will sell the 
stock for what it will bring, thus “ wiping out” the speculator. When 
a speculator sells short, he must also put up a margin with the 
broker to protect the latter in case the stock advances in price. This 
margin must be increased if the stock rises before the short sale is 
covered. It is obvious that the uninformed speculator buying or 
selling on narrow margins is almost certain in the long run to lose 
all he hazards in this dangerous game of chance. 

13. Business forecasting. Practically every business enterprise 
involves the element of forecasting future business conditions. 
When business men buy buildings, machinery, raw material, and so 
on, they are at least tacitly forecasting that the product of their 
enterprise will sell for more than the costs, and they are probably 
forecasting that some of these costs — those that could be deferred 
for a time — are lower now than they will be later. Unsuccessful 
forecasting may mean seriousloss. The best businessman is likely to 
be the one whose foresight is best — who forecasts most accurately. 
Likewise successful speculators are those who forecast better than 
others future prices of commodities and securities. 

During recent years the business or profession of business fore- 
casting has become of importance. The business man and the 
speculator have found in many cases that it pays them to pay others 
to do some of their forecasting. The professional business fore- 
casters are concerned primarily with forecasting the successive stages 
of the business cycle, and to the extent that they can do this suc- 
cessfully they perform a useful service to the business men and 
speculators who follow their advice. The manufacturer who is 
warned in advance of the rank and file that business depression is 
about to strike his industry is less likely than others to be caught in 
an overextended condition at the critical time, and the speculator 
on the stock market who discovers most promptly that a bull or 
bear market impends is in the best position to seize great profits. 

Among the notable forecasting services that have been available 
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for many years are the Babson and the Brookmire Services, which 
apparently have a large following. More recent in origin is the 
Harvard Economic Service, which is notable because of the reputa- 
tion of the economists and statisticians who have codperated to 
produce it. Space forbids a detailed description of these services 
and the methods they employ in forecasting. To put it briefly, by 
means of painstaking and scientific analyses of a variety of statistical 
data of recent years and current economic and financial conditions, 
they undertake to point out the most probable trend of business and 
financial conditions in the immediate future. The forecasts have 
not always been correct, but they seem on the whole to be accurate 
enough to be of material assistance to those who use them with 
judgment. 

Many large corporations, in addition to subscribing to the Har- 
vard, Brookmire, Babson, or other forecasting services, have de- 
veloped statistical departments of their own which undertake to 
forecast the particular events and developments that are of special 
interest to their own industry or business. One of the interesting 
possible results of all these forecasting activities is the practical 
elimination of the business cycle. If the forecaster should be in a 
large measure successful, periods of abnormal prosperity or depres- 
sion would no longer appear, since these abnormal conditions are the 
result of business maladjustments arising from unsuccessful fore- 
casting. It seems more than probable that a policy of price stabil- 
ization pursued by the Federal Reserve System together with 
scientific business forecasting might cause the practical disappear- 
ance of the business cycle, and thus greatly reduce risk in business. 


EXERCISES 


1. Does fire insurance tend to reduce or to increase the total loss by fire? 
Discuss. 

2. Business men in general as well as speculators buy hoping to sell at a 
profit. What, then, is the difference between ordinary business operations 
and speculation? 

3. A speculator bought 100,000 bushels of wheat for December delivery at 
$1.40 a bushel, buying on a margin of $.20 a bushel. The price of 
wheat advanced. and he sold out at $1.80 a bushel. Leaving out of con- 
sideration brokers’ commissions and other incidental expenses, how much of 
his own money did he put into the deal, and what were his profits? What 
would have been the result if the price of wheat had dropped $.20 a 
bushel? 
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. Why does the price of wheat continually fluctuate, often quite violently? 

. Explain by means of a concrete example how a miller may reduce the risks 
of his business by hedging. 

. Why do the prices of common stocks fluctuate more violently than the 
prices of bonds? 

. Explain the dangers of dealing on margins on the stock market. What are 
the peculiar hazards of selling stocks short? 


ND or 
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CHAPTER XXXII 
CLEARINGS, COLLECTIONS AND EXCHANGE 


1. Four classes of payments for goods and services. All pay- 
ments for goods and services conceivably could be made in money, 
but under our banking system credit instruments of various sorts 
have been substituted for money for most of such payments. Aside 
from small-change transactions over the retail counter, and the like, 
money payments have become the exception rather than the rule. 
This results in convenience and economy to the people as a whole, 
and gives some classes of business men, such as bankers and note 
brokers, an opportunity to gain an income by engaging in the busi- 
ness of providing these instruments of convenience and economy. 
The use of checks in making payments is familiar to practically 
everybody in the United States, and the nature of checks and bank 
deposits against which they are drawn has been sufficiently dis- 
cussed in preceding chapters. But some important problems grow- 
ing out of the use of checks and other credit instruments, and the 
nature of these other credit instruments, have not yet been dis- 
cussed in this volume. To a consideration of these we must now 
turn, since they deserve the careful attention of every student of 
economics. 

Payments made for goods and services may from one point of 
view be grouped into four classes of cases, namely, those in which: 

(1) Both buyer and seller live in the same city and are patrons of the 

same commercial bank. 

(2) Both buyer and seller live in the same city, but are patrons of different 

banks. 


(3) The buyer and seller live in different cities of the same country. 
(4) The buyer lives in one country and the seller in another. 


When both buyer and seller are patrons of the same bank, pay- 
ment by check is simple and gives rise to no complicated problem, 
For the sake of brevity let us refer to the buyer as A and to the 
seller as B. In this case A draws a check against his account in the 
bank, in favor of B, and B presents the check at the same bank. 
Usually he will not ask for cash, but will merely request the bank to 
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credit the check to his account. The net result is that A’s deposit 
is reduced and B’s deposit is increased by the amount of the check. 
The whole transaction may thus be closed by a simple bookkeeping 
operation in the bank itself. 

2. Payment by check when buyer and seller are patrons of differ- 
ent banks in the same city. When buyer and seller are patrons of 
different banks in the same city, the matter is less simple. In 
such cases the check drawn by A on his bank, which we will call 
Bank X, will usually be presented by B, the seller, to his bank, 
which we will call Bank Y. If Bank Y is satisfied that the check is 
“‘oood,”’ it will either give B cash for it or credit it to his account, 
whichever he prefers, usually the latter. This transaction, how- 
ever, will not be completed until Bank Y, which has cashed or given 
credit for a check drawn on Bank X, has collected the amount of 
that check from Bank X. 

B, the seller, could, of course, take the check to Bank X, against 
which it is drawn, ask that bank to cash it, and carry the cash with 
him to his own bank, Y. It is more convenient, however, for B to 
take all the checks he receives in the course of a day’s business to 
his own bank for credit, and let the bank attend to the matter of 
collecting. How much more convenient this is for B will be ap- 
parent when we consider that B, if he lives in a fair-sized city, may 
sell goods to patrons of a dozen or more banks daily, and receive 
payments in the form of checks on that many banks. If his own 
bank would not take these checks and credit them to his account, 
not only would he have to visit the whole dozen banks, but he would 
have to carry considerable sums of money from the various other 
banks to his own bank. ‘This would involve danger as well as 
trouble. The various banks in a city are willing to undertake this 
work of collection for their respective patrons because they can do 
it with comparatively little trouble and expense to themselves, and 
because it brings them much business which they otherwise would 
not enjoy. In short, it pays them well to do it. To simplify the 
process of collecting checks the banks organize a clearing-house 
association. 

3. Clearing-house associations and clearing-houses. The main 
purpose of the clearing-house association is to provide a convenient 
method of “clearing” and collecting checks, although in some cities 
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the association is used by the member banks for other purposes as 
well. Checks may be said to have been cleared and collected when 
each bank in the city has presented for payment to all of the 
other banks all the checks it has received drawn against them, and 
has in turn received from each of the others and paid all the checks 
they have received drawn against it. One method of performing 
this operation would be for each bank to send a messenger to all 
other banks to present for payment the checks it has received dur- 
ing the day drawn against them. But this would be a clumsy 
method. If there were a dozen banks in the city, each bank would 
have to send a messenger to each of the other eleven banks, and the 
messenger would in many cases be obliged to carry back with him 
large sums of money, a troublesome and dangerous undertaking. A 
better method is for the clearing-house association to designate a 
common place of meeting for their messengers — the clearing- 
house. In small cities, where there are only a few banks, the clear- 
ing-house may consist merely of a room in one of the banks set aside 
for this purpose at the hour of clearing. In large cities a special 
building is provided, which is then called the clearing-house, as the 
New York Clearing-House. Whether the clearing-house is one 
room in a bank or an imposing edifice, as in New York, the process 
of clearing and collecting is fundamentally the same. 

4. Three methods of clearing and collecting. During the course 
of the day each bank sorts out in bundles the checks it has received 
drawn on the other banks — putting all the checks from each bank 
in a bundle by themselves. It also adds up these checks to find the 
total sum due from each bank. At the hour set for clearing, each 
bank sends its messenger with these bundles to the clearing-house. 
There he presents the checks to the messengers of banks against 
which they are drawn, and receives from these messengers similar 
bundles of checks drawn against his bank, together with a statement 
from each of the amount due. 

This does not, however, complete the process of clearing, but 
merely puts into the possession of each bank all the checks drawn 
against it, paid by other banks, and presented to it by these banks 
for collection. There still remains the business of each: bank’s paying 
to or receiving from each other bank the amount due. There are 
three methods that might be used in making these payments: 
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(1) Each bank might pay each of the other banks the total amount due. 
When this had been done, each bank would also, of course, have re- 
ceived the amount due from each other bank. 

(2) Each bank might pay to or collect from each of the others the balance 
due. For example, if Bank X owed Bank Y $15,000, and Bank Y 
owed Bank X $10,000, then their two claims would be settled by the 
single payment of $5000 by X to Y. 

(3) Each bank might pay to the clearing-house or receive from the 
clearing-house the difference between the sum total it owed the other 
banks and the sum total they owed it. 


Of these three methods the third is the most simple, because, in 
all cases in which more than three banks are concerned, it involves 
the smallest number of transactions. If the student is inclined to 
doubt this, a simple mathematical proof is available. _ If the number 
of banks in the clearing-house association is represented by the 
letter x, then the number of payments required in the first case will 
be x (x—1); the number of payments required in the second case 


: a(x—1) 
ll 
will be 9 





, while in the third case the number of payments 


made willbex. With four banks in the clearing-house, the number 
of payments in the first case would be 12, in the second ease, 6, 
and in the third case, only 4. 

5. The most simple and efficient method illustrated by example. 
The process of settling balances through the clearing-house may be 
illustrated by a simple example, assuming just four banks in the 
association. Suppose that the claims of each of the four banks 
against each of the others had been tabulated as follows, the four 
banks being known respectively as X, Y, Z, and W: 

In Table X XIX the claims of each bank against each other bank 
are set down in the columns X, Y, Z, and W._ If we read horizon- 
tally across the table, we find the sums due to each bank from the 
others. If we read vertically, we find the sums due from each bank 
to the others. Whether we read horizontally or vertically, we find, 
of course, the identical 12 items. For example, the sum 20, due to 
X from Y, is the same 20 that is due from Y to X. As already 
indicated, the banks could pay to or collect from one another these 
12 items, amounting to $210,000. They could cut the number of 
payments required in half and reduce considerably the total amount 
of payments required, if each bank paid to each of the others, or 
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TABLE X XIX. Cuiaims or CLeAaRiInG Housr Banks AGAINST ONE 
ANOTHER 
(In thousands of dollars) 
































Sums due from 
x Ya Z W Toran 
x 20 15 10 45 
es 25 20 8 53 
s| Z 20 16 21 57 
ze) ow 22 | 18 15 55 
Total 67 54 | * 50 | 39 210 











TABLE XXX. CLAIMS oF CLEARING House AGAINST THE CLEARING 
Housrt Banks 
(In thousands of dollars) 














| DUE TO DvE FROM he 
Bank CLEARING- CLEARING- BALANCE 
| Hovusn HovussE 
x 67 45 22 
we 54 53 ap 
Z 50 57 -—'7 
W 39 55 —16 
fa Total 210 210 0 
LLG 




















collected from each of the others, the balance due. But the most 
simple method is to find the total due to each bank from all of the 
others, as shown in the right-hand column marked “Total,” in 
Table X XIX, and then to find the total due from each bank to all 
the rest as shown in the bottom column marked ‘‘ Total,” and then 
to find the difference between these two sets of totals as shown in 
Table XXX. In the latter table the sums due to the other banks 
from each bank are labeled as due to the clearing-house, and the total 
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sum due to each bank from all the rest is labeled as due from the 
clearing-house. Subtracting the second from the first, we find the 
balance due to the clearing-house from each of the banks. A 
minus sign before the answer indicates that the sum is due to the 
bank from the clearing-house. 

By means of this adding and subtracting of claims of the various 
banks, the whole process of clearing is reduced to four payments — 
the sums due from the clearing-house to the banks, or due from the 
banks to the clearing-house. The sums due to the clearing-house 
from X and Y amount to $23,000, just the same as the sums due from 
the clearing-house to Zand W. Therefore the clearing-house needs 
no funds of its own, but simply pays to part of the banks the sum it 
receives from the others. Students sometimes conclude that this 
exact balance of sums due to and from the clearing-house is a mere 
coincidence found in some particular case, and not likely to happen 
again. But it should be noted that there can be no other outcome 
unless a mistake has been made in adding or subtracting. The total 
in the right-hand column of Table XXX must be zero, because it 
represents the difference between the total sum due to the clearing- 
house and the total sum due from the clearing-house, as shown in 
the second and third columns of that table, which are equal, 
$210,000. These two sums must be equal because each represents 
the total of the same 12 items shown in Table XXIX. If there is 
no exact balancing as here indicated, then the clerks at the clearing- 
house know that some one has made a mistake, and they calculate 
the sums again. 

6. Use of clearing-house certificates and of federal reserve banks 
to simplify clearing. In order to avoid the payments in cash of even 
the small balances at the clearing-house, the clearing-house certi- 
ficate was devised. In most large cities of the country members of 
the clearing-house association agreed to deposit either in the clear- 
ing-house or some specified bank a sum of money for which it re- 
ceived clearing-house certificates. These clearing-house certificates 
were receipts for the money so deposited, and could be used as money 
in settling clearing-house balances, but forno other purposes. Banks 
owing a balance to the clearing-house would pay, and banks having 
balances due from the clearing-house would be paid with, these 
certificates. This saved the handling of actual money and elimi- 
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nated the danger of robbery, since the certificates could not be 
cashed except by the banks. 

Under the Federal Reserve System a still further simplification 
of clearing is possible, as illustrated by the practice of the Boston 
Clearing-House. There, the banks having balances due to the 
clearing-house, being members of the Federal Reserve Bank of 
Boston, simply draw checks for the amount due in favor of the 
manager of the clearing-house, who deposits these checks to his ac- 
count in the Federal Reserve Bank. Against this account he then 
draws his checks in favor of the banks having balances due from the 
clearing-house. When he has paid all these balances, he has, of 
course, used up all his deposit with the reserve bank, and so the 
whole business is settled by means of the deposits of the various 
banks in their federal reserve bank, deposits which they would keep 
there in any event — their legal reserve. Of course, if any bank has 
unfavorable balances repeatedly, it will deplete its deposits with the 
reserve bank and will be under obligation to build them up again. 

7. Payments when the buyer lives in one city and the seller in 
another. When the buyer lives in one city or one part of the coun- 
try, and the seller in another, payments by check and the business 
of clearing and collecting become more complicated. If a Chicago 
shoe retailer buys $1000 worth of shoes from a New York shoe 
manufacturer, he may pay for them with his check on his own bank 
in Chicago, and this method of payment is quite commonly used. 
The New York manufacturer, having received this check in his mail, 
presents it to his own bank in New York for payment, either re- 
ceiving cash for it or being credited with a deposit for the amount. 
So far as the buyer and seller are concerned, this concludes the 
transaction, and for them it seems just as simple as if they lived in 
the same city. But not so forthe banks. The New York bank now 
holds a claim for $1000 against the Chicago bank, and our present 
task is to show how the sum may be collected. 

A simple but expensive method would be for the New York bank 
to mail the check to the Chicago bank on which it was drawn and 
request that the $1000 be forwarded in cash. This would involve, 
if paper money were sent, charges for registration or insurance, and 
the loss of the use of the money during the time it was in transit. If 
gold or silver were sent, there would be in addition express and pack- 
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ing charges, and if the sum were large, there might be special guards 
employed to protect the shipment from train robbers. For these 
reasons cash is sent to settle such claims only as a last resort, and 
credit instruments of some sort are used whenever possible. 

The use of credit instruments for such purposes is made possible 
by the fact that trade is generally a two-sided affair. People in 
New York buy from people in Chicago as well as sell to them. If at 
about the same time that the Chicago shoe retailer sent a $1000 
check to the New York manufacturer, some other New York busi- 
ness man had sent a $1000 check to some other Chicago business 
man, and if it happened that both the New York men patronized 
the same bank, and that the two Chicago men also patronized the 
same bank, then each of these banks would have a claim of $1000 
against the other. These two claims would cancel each other, and 
neither bank would need to send any money to the other. In actual 
practice no such coincidence is likely to occur, but the cancellation 
of such claims by the various banks concerned is still largely pos- 
sible through the use of bank drafts, or bills of exchange, or some 
similar device. 

8. Bank drafts and correspondent banks. A bank draft is nothing 
more than a check drawn by one bank on another in which it has 
a deposit. The difference between an ordinary personal check and 
a bank draft is this: the personal check is drawn by an individual 
against his deposit in a bank, and the bank draft is drawn by a bank 
against its deposit in another bank. It is customary for banks in 
one city to establish business relations with banks in other cities. 
Banks with such business relations are known as “‘ correspondents” 
of one another. Generally the banks in the smaller cities keep a 
deposit with their correspondent banks in the large cities, par- 
ticularly in the financial centers, and banks in large cities keep de- 
posits with banks in other large cities, or financial centers. Banks 
that have such deposits in other banks can then draw checks against 
them — such checks, as already noted, being called ‘bank drafts.”’ 

Let us now consider how the Chicago bank — whose patron has 
drawn a check against it for $1000 and has sent it to the New York 
shoe manufacturer, who has in turn deposited it with his bank, 
which has then returned it to the Chicago bank for collection — 
may pay to the New York bank its $1000. Very simple. The 
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Chicago bank, having a deposit with its New York correspondent, 
draws a draft against that correspondent bank and sends it to the 
other New York bank and thus meets its obligation. Incidentally, 
we may remark here that this draft, being drawn against a New 
York bank, is called a draft on New York or New York exchange. 
The New York shoe manufacturer’s bank receiving this draft, may 
present it for payment to the other New York bank against which 
it is drawn. This completes the transaction for the shoe manufac- 
turer’s bank. But it should be noted that the Chicago bank has by 
this operation reduced its deposit with its New York correspondent 
by $1000, and that if it keeps on drawing drafts against that ac- 
count, and does nothing to build up the account in the meantime, 
it will inevitably use it all up, just as an individual may draw out all 
of his account from his bank. Now, if we are to show how the use of 
bank drafts saves the shipment of gold or other money, we must 
show how the Chicago bank gets its deposit in the New York bank 
and how it maintains it without actually sending money. It is not 
difficult to show how this may be done. 

The Chicago bank may in the course of its business receive checks 
drawn against some New York banks and send these to its New 
York correspondent for collection. The New York correspondent 
credits these checks to the Chicago bank’s account with it and pre- 
sents them for collection through the New York Clearing-House. 
If the Chicago bank in question receives enough of these checks on 
New York to equal the amount of drafts it draws against its cor- 
respondent in New York, it thus maintains its deposit without send- 
ing the actual money. Furthermore, it may have established its 
account there originally with such checks instead of by sending 
cash. For example, one of the Chicago bank’s patrons may have 
sold $10,000 worth of wheat to a New York wheat exporter, who 
paid for it with his personal check on his bank in New York. The 
Chicago wheat seller may have presented this check to his local 
bank for payment, and this bank may then have sent the check to 
its New York correspondent for collection and left the $10,000 on 
deposit with that bank. 

9. Buyers may make out-of-town payments by bank drafts. Up 
to this point we have tacitly assumed that business men in making 
payments in other cities pay by check, as they ordinarily do in 
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making payments in their own city. Many out-of-town payments 
are in fact made in this way by personal chegk, and the recently de- 
veloped system of clearing and collection of the federal reserve 
banks has made this practice more common than before. But many 
such payments have in the past been made and are still made by 
means of bank drafts and commercial drafts. A bank draft is more 
acceptable to a seller than the buyer’s personal check, particularly 
when the buyer is personally unknown to the seller, as is likely to 
be the case when, for instance, the buyer is a small-town business 
man in the Middle West and the seller is an Eastern manufacturer 
or wholesaler. Because sellers prefer drafts to personal checks, or 
in some cases because they will not accept personal checks in pay- 
ment for goods, a buyer, instead of paying by check, may buy from 
his local bank a bank draft and send this draft to the seller. For ex- 
ample, A, in Chicago, buys from B, in New York, $1000 worth of 
shoes. Instead of sending B his personal check for $1000, he goes 
to his own bank and writes out a check payable to the bank itself, 
and gets in exchange for this a $1000 draft on its New York corres- 
pondent, which he then sends to B in New York. In this case he 
would be said to have remitted New York exchange or a draft on 
New York. Incidentally, we may note that by this transaction A 
would have reduced his deposit with his bank by $1000, and his 
bank would have reduced its deposit with its New York correspond- 
ent by an equal amount. 

10. Service charge for bank drafts; remitting at par. The local 
bank may charge the buyer a small fee for his draft, something like 
ten cents a $100. In other words, it may charge him $1001 for a 
$1000 draft. It may occur to the student that in this ease the busi- 
ness man would do better to send his check and save the dollar, un- 
less the seller refused to accept a check. But banks which make a 
charge of this kind for drafts are likely to refuse to pay “par” on 
checks drawn against them and sent in for collection from distant 
cities. That is to say, if such a bank received for collection from a 
New York bank its own patron’s check for $1000, it might remit to 
the New York bank only $999. It would justify this practice on the 
ground that it is worth $1 to remit the $999 to New York. Now, if 
the New York bank could not collect the check at full face value, it 
would not credit its own depositor with more than it could collect — 
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say, $999. If this were so, then the New York seller would in reality 
pay for the service of having the buyers’ payment sent to him. 
That many banks have made a practice of not “remitting at par”’ 
has in fact been one of the reasons why sellers have not been in- 
clined to accept checks from distant customers in payment for their 
goods. At present, largely as a result of pressure brought to bear 
by the officials of the Federal Reserve System, most banks “‘remit 
at par”? — that is, they pay checks drawn on them in full, even 
when sent in for collection from distant cities. When banks do 
thus ‘‘remit at par,” personal checks become more popular with 
sellers, and banks find more difficulty in making a service charge 
when they sell bank drafts. 

11. The use of commercial drafts. In many cases the seller 
takes the initiative in collecting payment for his goods instead of 
waiting for the buyer to send him a check or a bank draft. In 
such cases a commercial draft may be used. A commercial draft 
is an order by the seller on the buyer to pay the seller or a third 
party a sum of money due for goods or services. In substance, al- 
though not exactly in form, a commercial draft reads as follows: 


To the Chicago Retail Shoe Shop: 
Pay to ourselves $1000. 
New York Shoe Manufacturing Company 


It may be observed that a commercial draft differs from a bank 
draft in being an order by one business firm on another, not an 
order by one bank on another. It differs from a check in being an 
order by an individual or firm on another individual or firm, and not 
an order on a bank by one of its depositors. 

The manufacturer, having shipped the shoes, might send this 
draft to the buyer and await his money. But this would have two 
disadvantages. First, he would not get his money at once, since 
it would take several days for the draft to be carried by mail to 
Chicago and the remittance made to New York. Second, he might 
not get'paid at all. Once the retailer had the shoes, he might refuse 
to pay unless the seller resorted to a lawsuit. A better method for 
the seller is to attach to the draft the bill of lading which he receives 
from the railroad company when he ships the shoes — and without 
which the buyer will be unable to take the shoes from the station 
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when they arrive in Chicago — and to sell the draft with the bill of 
lading attached to his local bank. In that way he will get paid at 
once. However, since the bank wili lose the use of the money it 
pays for the draft until it is able to collect from the Chicago buyer, 
it will not pay a full $1000 for the $1000 draft, but something less 
than that — it will discount the draft at the current rate of interest for 
the time required for collection. In addition to this discount it may 
make a charge for the service of collection. It will be understood that 
the bank will not buy a draft if there is any reason to doubt that 
the draft will be ‘“‘honored,” or paid when presented to the buyer. 

12. Deferred payments. Up to this point we have considered 
only credit instruments payable on demand or at sight — checks, 
bank sight drafts, and commercial sight drafts. But both bank 
drafts and commercial drafts may be made payable, not at sight, but 
at thirty, sixty, or more days later — that is thirty, sixty, or more 
days after they are presented to the person or bank against which 
they are drawn. Such drafts may be used when the seller agrees to 
allow the buyer a month or more of time in which to pay. There are 
various other methods of arranging for such extension of credit to the 
buyer, the more important of which we may here consider briefly. 

One of these other methods is the open-book-account method. 
The seller simply ‘‘charges” the amount of the buyer’s bill to the 
customer’s account, just as a retail grocer ‘‘charges”’ groceries to 
his customers. This open-account method has the disadvantage of 
not giving the seller any written evidence of the buyer’s obligation, 
and it may encourage the buyer to delay payment unduly and may 
make collection difficult or impossible. When the buyer finally 
does pay, he may use a personal check or bank draft as already ex- 
plained. 

13. Promissory notes. A second method of providing for pay- 
ment when the buyer cannot pay at once is for the buyer to send 
to the seller his promissory note for the amount due — the note be- 
ing made payable, perhaps, thirty, sixty, or ninety days from the 
date of purchase. Such a promissory note would read in substance 
as follows: 

January 1, 1925 


Sixty days after date we promise to pay to the New York Shoe Manu- 


facturing Company one thousand dollars. 
Chicago Retail Shoe Shop. 
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Such a note puts the buyer under legal obligation to pay and is 
therefore more acceptable to the seller than the charge account on 
his books. Furthermore, if the shoe manufacturing company to 
whom the note is made payable needs the money before the note is 
due, it may endorse the note and have it discounted at its local 
bank. The shoe manufacturer’s bank would be glad to discount, or 
buy, the note, because it would represent a good type of bank paper 
— being two-name paper. That is to say, it bears not only the 
promise to pay of the original signer, but also that of the endorser. 
The shoe manufacturer, having obtained his money by discounting 
the note at the bank, would now be through with this transaction, 
unless the shoe retailer failed to pay the note when it became due, 
in which case the manufacturer himself would have to pay the bank 
the amount of the note. The bank that discounted or bought the 
note might hold it until a few days before it became due, and then 
send it to its correspondent bank in Chicago for collection. The 
Chicago bank would collect the amount from the retailer and credit 
it to the New York bank’s account with it. The net result of all 
this would be that the retailer would have got goods without paying 
for them until he had had time to sell them and get the money he 
required; the manufacturer would have been able to extend credit 
to his customer and yet get cash for his shoes; and the New York 
bank that discounted the note would have earned the discount on 
the note for the time it ran. Finally, let it be noted that the New 
York bank would wind up with its New York funds depleted by the 
amount paid for the note and with its Chicago funds increased by the 
amount of the note. 

14. Borrowing from the buyers’ bank. A third method of pay- 
ing, somewhat similar to that just described, would be for the buyer 
to sign a promissory note payable to his own bank, have his bank 
discount it, and with the cash received, or deposit credit thus ob- 
tained, pay for the shoes. This form of borrowing from the local 
bank has been discussed in some detail in our chapter on Bank 
Deposits and Bank Notes and needs no further description here. 
It should be pointed out, however, in connection with the problem 
of exchange, that the buyer, having borrowed his money from the 
local bank, still has the payment to make in a distant city. He may 
do this by personal check against his newly acquired deposit credit 
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or by buying a New York draft. Whether he did one or the other, 
the local bank would in effect have given him cash or the equivalent 
of cash in New York, at the time he wanted it, and have got in ex- 
change his promise to pay in cash in Chicago some time later. The 
net result of this transaction for the Chicago bank would be that it 
depleted its New York funds by the amount of the merchant’s 
draft or checks forwarded to New York, and increased its funds in 
Chicago by the amount of the note when it matured and was paid. 
Also it would have earned the discount on the note. 

15. Trade acceptance and promissory note compared. A fourth 
method of making payments when credit is to be extended to the 
buyer is represented by the use of the commercial time draft. A 
commercial time draft reads in substance as follows: 


To the Chicago Retail Shoe Shop: 
Sixty days after sight pay to ourselves one thousand dollars. 
New York Shoe Manufacturing Company. 


This differs from the commercial sight draft already discussed in 
this chapter only in the fact that it is made payable sixty days after 
it is presented to the buyer. This time draft the seller then sends 
to the buyer for his “‘acceptance.’”’? Accepting consists in writing 
across the face of the draft the word ‘Accepted ” and signing the 
buyer’s name. The draft, having been thus accepted, is called a 
“trade acceptance.” It bears the buyer’s formal promise to pay 
just as if he had signed a promissory note for the amount due. After 
being accepted it is returned to the seller, who may hold it until it 
matures and then ask his local bank to collect it through its corres- 
pondent bank in the buyer’s city. If the seller does not care to 
wait for his money until the acceptance matures, he may have it 
discounted at his bank at the current rate of interest. Some writers 
maintain that the trade acceptance is a better type of paper for 
banks to buy than promissory notes because the former bears on 
its face evidence that the acceptor has actually bought goods for 
the amount of the acceptance, and will therefore presumably be 
able to pay the sum when it is due out of the proceeds of the sale of 
the goods. On the other hand, they assert, the promissory note, 
although it may represent payment for goods bought, may re- 
present merely an ‘‘accommodation”’ loan by one man to another the 
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proceeds of which may be spent by the maker of the note in riotous 
living, so that he will be unable to pay the note when it matures. 
This is, however, a doubtful point. A promissory note signed and 
endorsed by two honest and capable business men will be better 
than a trade acceptance drawn and accepted by two dishonest men. 
More depends upon the nature of the men making the promise than 
upon the words in which the promise is phrased. It may be noted, 
too, in this connection that buyers and their affairs are better 
known to their own local banks than to sellers and banks in distant 
cities. Therefore, if buyers are financed by their local banks un- 
wise extension of credit is less likely to take place than when they 
are financed by distant sellers or banks. This is a strong argument 
in favor of financing by discounting the buyer’s promissory note at 
the local bank rather than by the use of the trade acceptance. 

From the point of view of the banks concerned, the trade accept- 
ance leads to results similar to those that follow the discounting 
of promissory notes. The bank that discounts a trade acceptance 
drawn on a distant buyer pays cash here and now for a sum due in a 
distant city at a future date. It should be noted, however, that 
promissory notes discounted by buyers at their local banks give 
these banks an opportunity to earn the discount, whereas trade ac- 
ceptances are generally discounted at the sellers’ banks and there- 
fore give these banks the opportunity to earn the discount. It 
follows from this that banks in retail centers may favor the use of 
promissory notes by retailers, whereas banks in manufacturing and 
wholesale centers — that is, generally speaking, banks in the larger 
cities — may favor the use of trade acceptances. 

16. Methods of making payments in distant cities summarized. 
The means of making payments when the buyer lives in one city 
and the seller in another discussed up to this point are personal 
checks, bank sight drafts, commercial sight drafts, commercial time 
drafts, which, when accepted, become trade acceptances, and promis- 
sory notes. Personal checks or bank sight drafts are used when the 
buyer takes the initiative in making immediate payment. Commer- 
cial sight drafts are used when sellers take the initiative in demand- 
ing immediate payment. Promissory notes are used when the 
buyers take the initiative in making future payments to the sellers, 
or when they borrow money from their local banks in order to pay 
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the sellers at once. Commercial time drafts, or trade acceptances, 
are used when sellers take the initiative in demanding payment at 
some definite future time and also a written acknowledgment of an 
obligation on the part of the buyer. 

Various other instruments may be used in making payments in 
distant cities, such as post-office money orders, express money orders, 
and bank acceptances. To discuss all these in detail would unduly 
prolong this discussion, and would not add materially to the stu- 
dent’s understanding of the nature of the problems presented by 
clearings, collection, and exchange, and the solutions that business 
men have found for these problems. The student should bear 
in mind that the foregoing instruments of credit used in effecting 
payments in distant cities are used in part merely as a means of © 
extending credit to the buyer when he is not ready to pay cash, and 
in part as a means of avoiding the actual shipment of money, either 
at the time the goods are purchased or later. We are here interested 
primarily in the use of these instruments of credit as a means of 
avoiding the actual shipment of money from one city to another, 
rather than in the matter of postponed payment. Let us proceed, 
then, to consider the conditions under which it becomes necessary 
to ship real money, despite the use of credit instruments. 

17. Conditions under which actual shipments of money must be 
made. Actual shipment of money is likely to become necessary 
when the total value of the goods and services that the people of 
one section of the country buy from the people of other sections of 
the country exceeds the total value of the goods and services which 
they sell to them. Why this is so we can explain most readily if we 
make two assumptions which will simplify our problem. First, let 
us assume that the people of Chicago deal only with the people of 
New York, and second, let us assume that all Chicago people buying 
goods in New York pay for them with bank drafts on New York, and 
that all Chicago people who sell goods in New York are paid with 
bank drafts on New York. Every time a Chicago business man had 
a payment to make, then, he would buy a draft on New York from 
his bank, and every time he sold goods in New York he would re- 
ceive a draft on New York which he would presumably deposit for 
credit with his bank. Every time a Chicago bank sold a draft on 
New York it would by that much reduce its balance with its New 
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York correspondent bank. Every time it cashed a New York draft 
for a customer it would be in a position to build up its account by 
the amount of that draft if it sent the draft to its correspondent bank 
for collection. So long as any particular bank sold no more drafts on 
New York than it bought or cashed for its customers, it could main- 
tain its account with its New York correspondent. Even if one 
bank sold more drafts on New York than it bought or cashed, it 
might still maintain its funds in New York without shipping money 
if it could go to some other Chicago bank and buy a draft from it. 
If, however, the people in Chicago should buy far more from New 
York than they sold to New York, all the banks would soon find the 
demand for New York drafts greater than the supply, and would 
therefore soon be in danger of totally exhausting their New York 
balances, and they would have no satisfactory way of building them 
up except by shipping money. Incidentally, we may note that, as 
the Chicago banks depleted their New York funds by selling more 
drafts than they bought, they would in equal measure build up their 
resources at home. 

The two assumptions made above in no way invalidate the con- 
clusion reached — that excess of purchases over sales is likely to 
result in shipments of money. If Chicago people buy from and sell 
to others than New Yorkers, these payments together with the 
payments due to and from New Yorkers form grand totals which 
must balance if money is not to be shipped. Chicago may buy 
more from New York than it sells to New York and pay for the 
balance with New York drafts received from its sales to Missourians 
or Kansans, but if it buys more in the aggregate from all sections of 
the country than it sells, then the balance must be paid in money if 
it is paid at all. 

That people may pay by personal check, trade acceptances, and 
other credit instruments as well as bank sight drafts in no way alters 
the fundamental result. All these various methods of payment are 
made directly or indirectly through the aid of banks. For example, 
if a Chicago merchant sends his personal check instead of a bank 
draft in payment for shoes bought in New York, the check is cashed 
in New York and comes back to his local bank for collection, and if 
the bank draws a draft on its New York correspondent to pay this 
check, it thus depletes its New York funds just as if it had sold the 


620 CLEARINGS, COLLECTIONS AND EXCHANGE 


draft to its patron. If the local merchant makes arrangements to 
pay by means of a trade acceptance, this also involves the aid of the 
bank — when the acceptance becomes due a month or two later. 
The trade acceptance does not complete the transaction; it merely 
postpones payment. When it matures, it will be sent back to the 
New York bank’s Chicago correspondent, who will present it to the 
Chicago merchant for payment. Then he may pay by check or 
bank draft, with the results already indicated. So we come back to 
our main conclusion that excess of purchases over sales, no matter 
from or to whom made, or what kind of credit instrument is used, 
is likely to result in the shipment of money. This conclusion is 
modified, however, by the discussion in Section 19, below. 

When purchases do thus exceed sales and the demand for drafts 
becomes greater than the supply, buyers of drafts compete for the 
available supply and a premium may result in Chicago on New York 
exchange. That is to say, persons or banks having payments to meet 
in New York may pay more than $1000 for a $1000 draft. Thisis be- 
cause they would rather pay a small premium than pay the expenses 
of shipping money. Naturally the premium cannot exceed the cost 
of shipping money. If a Chicago bank, for instance, desired to add 
$10,000 to its deposits in New York, and could ship that much gold 
at a cost of $5, then the maximum premium it would pay on a 
$10,000 draft would be $5. This premium must not be confused 
with the service charge that some banks make on exchange, al- 
though banks may allege as justification for their service charge the 
cost of shipping gold. Onsome of the topics discussed in this chapter 
more will be said in our next chapter on Foreign Exchange. 

18. Clearings and collections through federal reserve banks. 
The whole problem of domestic exchange has been modified by the 
development of the Federal Reserve System since 1914, with its 
facilities for clearing and collecting checks. In fact some parts of 
the foregoing discussion would not fit present conditions if all banks 
in the country were members of the Federal Reserve System and 
made full use of its facilities. That discussion will have served a 
aseful purpose if it does nothing more than help the student appre- 
ciate at full worth the value of the Federal Reserve System, which 
has been described in an earlier chapter. Here we need only touch 
upon its use as an agency to clear and collect checks and other 
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credit instruments. Each of the twelve federal reserve banks serves 
as a clearing-house for its member banks. It receives at full face 
value from its member banks checks drawn on any national bank 
and on such state banks and trust companies as will ‘‘remit at par,” 
and this now includes more than ninety-five per cent of all banks in 
the country. To illustrate the process of clearing and collecting 
checks: If a member bank in Rochester, New York, cashes a check 
drawn on a bank in Albany, New York, it may send this check to its 
reserve bank, the Federal Reserve Bank of New York. The reserve 
bank then sends the check home to the Albany bank, or to its local 
clearing-house, but no shipment of money or credit instrument is 
necessary. Both banks, as members of the reserve bank, have 
deposits withit. So it merely credits the Rochester bank with an 
additional deposit to the amount of the check, and charges that 
much off the account of the Albany bank. 

It would be possible for the reserve bank of any district to clear 
all checks of all banks in the district in this way, but the banks in 
individual cities retain their local clearing-house for the clearing of 
local checks and for some out-of-town checks. If in the course of 
its business any member bank has more checks charged up against 
its account with the reserve bank than it has credited to its account, 
its deposit with the reserve bank is naturally depleted and may fall 
below the minimum legal reserve ratio. In that case it may build 
up its account by discounting commercial paper with the reserve 
bank or by any of the other methods described in Chapter XXX. 
Members of local clearing-houses may make use of the reserve bank 
of their district to settle their balances with their clearing-house, 
as already described in Section 6 of this chapter. 

Federal reserve banks, in addition to receiving from and collecting 
for member banks checks on other banks, may receive from member 
banks for collection other credit instruments, such as promissory 
notes and time and sight drafts. There is no charge by the reserve 
banks for this service except fifteen cents for each item returned un- 
paid. This small charge is made to discourage the use of the federal 
reserve banks as dunning agencies by business men who have dif- 
ficulty in collecting their bills. 

19. The Gold Settlement Fund. LHach of the twelve federal re- 
serve banks not only gives and receives credit for checks sent in by 

! Dewey and Shugrue, Banking and Credit, p. 296. 
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its own member banks, but gives and receives credit for checks sent 
in by member banks of the other eleven reserve banks. Such 
checks it credits to the account of the federal reserve bank of the 
banks that send them in, which in turn credits them to the account 
of such banks. This can be made clear by anexample. A bank 
in Albany, New York, member of the New York Federal Reserve 
Bank, receives a check drawn on a Saint Louis bank, member of 
the Saint Louis Federal Reserve Bank. This check it sends to the 
Saint Louis Federal Reserve Bank, which credits the amount to the 
New York Federal Reserve Bank, which in turn credits it to the Al- 
bany bank. The Saint Louis Federal Reserve Bank, of course, 
charges the check against the account of its own member bank upon 
which it is drawn. So far as the two member banks are concerned, 
the transaction is now closed. But there remains a settlement to be 
made between the two reserve banks. 

If each reserve bank received the same amount of checks from the 
member banks of each of the other reserve banks as each of the 
other reserve banks received respectively from its own members, 
then what each reserve bank owed each of the others would be offset 
by what each of the others owed it, and no balances would remain to 
be paid as a result of their clearing and collecting of checks. But 
in practice no such coincidences are likely to occur. Each reserve 
bank may have heavy balances due from some other reserve banks 
and heavy balances due to others. For this reason it became desir- 
able to devise a sort of clearing-house for the twelve reserve banks, to 
avoid as far as possible the necessity of shipping gold from one to 
another in settling balances. The device used is called the “‘Gold 
Settlement Fund.’ Each reserve bank is required to keep with the 
Treasury of the United States a balance of not less than $1,000,000. 
This fund is kept as a special account of the Federal Reserve Board 
and is counted as part of the legal reserves of the reserve banks. At 
the close of business each day each reserve bank telegraphs to the 
Federal Reserve Board at Washington the amounts due from it to 
each of the other reserve banks. This is the total amount of the 
items it has received from the member banks of the other reserve 
banks. The clerks of the Federal Reserve Board then credit each 
of the twelve reserve banks with the amount due to it from each of 
the other eleven, and charge it with the amounts due from it to 
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each of the others. The balance they add or subtract, as the case 
may be, to or from the bank’s account in the Gold Settlement Fund. 
Compared with the total amount of clearings thus effected, the 
balances to be added to or subtracted from the Gold Settlement 
Fund accounts of the reserve banks are very small. 

The operations of the Gold Settlement Fund have almost entirely 
eliminated the shipment of money from one part of the country to 
another except federal reserve notes, and thus save the country, in 
expenses for such shipments or for exchange charges, many millions 
of dollars a year. 

The foregoing discussion of clearings, collections, and exchange 
within a given country, as illustrated by conditions in the United 
States, although incomplete in many details, should give the student 
an understanding of the fundamental principles involved. It should 
also help him to understand the somewhat more complicated but simi- 
lar subject of foreign exchange to be considered in the next chapter. 


EXERCISES 


1. If there were five banks in a certain city and each had received during the 
course of the day checks drawn on each of the others, how many payments 
would be required in clearing and collecting by each of the three methods 
described in Section 4 of this chapter? 

2. In Tables XXIX and XXX the process of clearing is illustrated by the 
claims of each of four banks on each of the other three. Substitute for the 
twelve items in Table X XIX twelve other items taken at random, using 
small numbers for convenience. Find the totals as in Table X XIX, and 
from them construct another table like Table XXX. Explain your results. 

3. Under what conditions does it become necessary for the people of one 
section of a country to ship money to another section of the country in 
payment for goods? 

4. Jones in Saint Louis buys rugs from Smith in New York, and pays for them 
with his personal check on his Saint Louis bank, a member of the Federal 
Reserve System. Smith deposits the check for credit in his bank in New 
York, also a member of the Federal Reserve System. What banking 
transactions remain to be carried through before this deal is settled? 

5. Explain the use of the Gold Settlement Fund. 
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CHAPTER XXXIII 
FOREIGN EXCHANGE 


1. Ordinarily no foreign money except gold is acceptable in any 
country; cost of making foreign payments in gold. When Jones in 
New York buys from Smith in New York a lot of overcoats, he pays 
for them in dollars. But if he buys the overcoats from Smith in 
London he must pay in pounds sterling, or if he buys from Schmidt 
in Berlin he probably will pay in German marks. On the other hand, 
if he sells to Smith in London, or to Schmidt in Berlin, he will ex- 
pect to be paid in dollars, and not in pounds sterling or German 
marks. This is because in any country, in normal times, its own 
money is preferred to foreign money, and foreign money, except gold 
coins, is not generally acceptable. 

But since English money is not current in the United States, how 
can Jones obtain the pounds sterling with which to pay Smith in 
English money? To make our problem concrete, assume that 
Jones has bought of Smith in London overcoats valued at £1000 
sterling. One method of payment would be for Jones to ship in 
gold coin or bullion the quantity of gold required to make £1000 
in English money. A pound sterling contains 113.002 grains of 
pure gold, as against the 23.22 grains of gold in an American dollar. 
Since in England, as in the United States, the value of gold in the 
gold coins is practically the same as the face value of the coin, it isa 
matter of indifference as to whether or not the gold is coined. If 
Jones shipped to Smith 1000 times 113.002 grains of pure gold, 
whether in the form of gold bullion or United States gold coins, it 
would amount to £1000 sterling, and be acceptable. That much 
gold would cost Jones in New York $4866.50, or, if it were in the 
form of coins, it would be that many dollars. That is to say, it 
takes $4.8665 to make one pound sterling. To ship this much gold 
to London would cost in packing, carting, shipping charges, insur- 
ance, and loss of interest during the time of passage, more than $20, 
so the total cost to Jones of settling his £1000 obligation would be 
more than $4886.50. 

If, now, instead of having bought overcoats from Smith in Lon- 
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don, Jones had sold him overcoats to the value of £1000, how could 
he collect the money? One method would be to take his pay from 
Smith in gold, 1000 times 113.002 grains of pure gold, and have this 
shipped to New York at a cost of more than $20. This gold, as in- 
dicated, would be worth $4866.50, and would net him after he paid 
the shipping costs less than $4846.50. Now it is obvious that if 
there were any method by means of which Jones could make his 
payment of £1000 in London at less than a total cost of $4886.50, or 
at the rate of $4.8865 per pound sterling, he would be glad to use it. 
Likewise if there were any method of collecting his £1000 sterling and 
converting it into dollars that would net him more than $4846.50, 
or at the rate of $4.8465 per pound, he would be glad to use that. 

2. Service performed by foreign exchange bankers. In normal 
times the foreign exchange bankers in New York offer Jones just 
such a method. If Jones has a payment of £1000 due to Smith in 
London, they will sell him a demand bank draft on London for that 
amount for less than $4.8865 per pound, and this bank draft Jones 
may mail to Smith at the expense of a postage stamp. Since the 
bank draft is payable in English money at sight, it will be perfectly 
acceptable to Smith, who will quite likely prefer it to its equivalent 
in gold. Likewise, if Jones has a payment of £1000 due from Smith 
in London, he may collect through the exchange bankers by drawing 
a commercial demand or sight draft against Smith, and selling this 
to the bankers. ' Ordinarily they will pay him more than $4846.50 
for a £1000 draft, or more than $4.8465 per pound. The reason 
why foreign exchange bankers can do this is simple. They have an 
account with a correspondent bankin London, and can therefore draw 
drafts against this account in pounds sterling just as an individual 
in the United States can draw checks in dollars against his personal 
checking account in his own bank. They can buy commercial 
drafts from persons having payments due from English business 
men and send them to their correspondent bank for collection, the 
proceeds of such drafts being credited to their account. So long as 
any foreign exchange bank manages to buy about the same amount 
of drafts on London that it sells, it need not ship gold either way, 
and the difference between the rate it pays for commercial drafts 
and the rate it charges for bank drafts represents its gain on such 
transactions. For example, if during the course of a month a cer- 
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tain New York bank bought from New York business men who had 
sold goods to Englishmen commercial sight drafts amounting to 
£1,000,000, and during the same period sold bank demand drafts 
amounting to £1,000,000 to New York business men having pay- 
ments to make to Englishmen, its balance at the end of the month 
with its correspondent bank in London would be unchanged — the 
sums the London bank collected on the commercial drafts would 
just offset the sums it paid out in cashing bank drafts. If the New 
York bank paid for the commercial drafts on the average $4.86 per 
pound, and received for its bank drafts on the average $4.87 per 
pound, it would have made an average gross profit of $0.01 per 
pound, or $10,000. At the same time it would have saved the 
buyers and sellers concerned about $40,000 in shipping charges, 
leaving them a net gain of $30,000 from the use of drafts. 

3. Forms of foreign exchange. Bank drafts and commercial 
drafts, drawn by banks or persons in one country on banks or per- 
sons in another country and payable in the money of the country on 
which they are drawn, are referred to as ‘‘foreign exchange.”’ They 
are the two most commonly used forms, but any written order to 
pay money in a foreign country may be called foreign exchange, 
such as bank acceptances and travelers’ checks. Most of the forms 
of foreign exchange have their counterparts in forms of domestic 
exchange, which have been discussed in the preceding chapter. It 
is more or less customary to call drafts drawn on foreign countries 
“bills,” or “‘bills of exchange,” as ‘‘bank bills,” or ‘commercial 
bills,” to distinguish them from domestic bank drafts and commer- 
cial drafts. But this distinction is not always observed, the two 
terms being used to some extent interchangeably. It is also cus- 
tomary to call bank drafts, payable at sight, ‘demand bills,’’ while 
commercial drafts, payable at sight, are called ‘‘sight bills.” An 
important form of foreign exchange is represented by the commer- 
cial letter of credit. This involves an arrangement by the buyer 
with his bank to permit the seller to draw against it or its cor- 
respondent bank instead of against the buyer. This arrangement is 
advantageous to the seller because it in effect gives him a bank draft 
to discount at his local bank instead of merely a commercial draft, 
and it is advantageous to the buyer because it permits him to buy on 
time from sellers who otherwise would refuse to extend credit to him. 
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The term “foreign exchange” should never be confused with the 
term ‘‘foreign trade.” Foreign trade refers to the actual buying 
and selling of goods — foreign exchange to instruments used in 
making payment. 

4. The rate and the par of exchange. By the rate of foreign ex- 
change is meant the rate at which the money of one country ex- 
changes for the money of another. There is a rate of exchange, 
then, between each commercial country and every other country. 
This rate under normal and sound financial conditions tends to 
fluctuate closely around the par of exchange. Assuming that both 
countries use gold as their standard of value, the par of exchange 
between them indicates the relative quantities of gold in their unit 
of value. As already stated in this chapter, the English unit of 
value, the pound sterling or the gold sovereign, contains 113.002 
grains of pure gold, or 4.8665 times as much as our gold dollar of 
23.22 grains. Therefore, the par of exchange between our money 
and English money is 4.8665. Similarly the par of exchange be- 
tween the dollar and the French franc is 0.193, because the france 
contains only 0.193 as much gold as the dollar. Sometimes the 
method of stating the ratio is reversed, and the par is expressed as 
5.18 francs to the dollar. It has become customary, however, in 
this country to quote all foreign exchange ratios in terms of the dol- 
lar, as $4.8665 for sterling exchange, $0.193 for French exchange, 
and $0.238 for German exchange. Since foreign exchange transac- 
tions are centered in the great financial centers of the respective 
countries, it has become customary to speak of the rate of exchange 
of New York on London, or of New York on Berlin, rather than of 
the rate of the United States on England, and so on. 

5. The gold export and gold import points. The reasons why the 
rate of exchange between any two countries tends to fluctuate 
closely around par are quite simple, and have already been indicated. 
The most that a buyer of foreign exchange will normally pay for a 
draft or bill of exchange is par plus the cost of shipping gold. If he 
has to pay more than that, he will ship gold instead of buying ex- 
change. The least the seller of foreign exchange will take for a draft 
or bill of exchange (provided it is a demand draft) is par less the 
cost of importing the gold from the country concerned. If he can- 
not get that much for his draft, he will do better to collect the gold 
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abroad and bring it home or have it sent home at his own expense. 
So long as the gold standard is maintained in both countries con- 
cerned and no impediment put on the export of gold, the rate of ex- 
change cannot for those two reasons, rise much above or fall much 
below par.» When the rate has risen to the point at which it pays the 
would-be buyer to ship gold instead of buying a draft, it is said to 
have reached the gold export point, and when it has fallen so low 
that it pays the would-be seller to collect his own draft by importing 
gold at his own expense, it is said to have reached the gold import 
point. Between the gold export and gold import points the rate 
will fluctuate according to variations in the demand and supply of 
foreign exchange. The market rate of foreign exchange, like that 
of any other price, is the rate or price that equalizes the quantity 
demanded and the quantity supplied. 

6. Sources of supply and demand; primary and secondary sources. 
Let us note, now, the sources of supply and demand of foreign ex- 
change in the New York market, and the effect of supply and de- 
mand upon the rate. Generally speaking, any one in the United 
States who has payments to make in other countries makes the pay- 
ments with some form of foreign exchange, usually bought from a 
foreign exchange banker. Generally speaking, also, any one in 
the United States having payments due from any one in a foreign 
country is paid in some form of foreign exchange. 

It should be kept in mind in this connection that payments are 
made to persons in one country by persons in another country not 
only for merchandise, but for other things. Americans, for example, 
travel in foreign countries, ride on foreign railroads, eat and sleep in 
foreign hotels, patronize foreign pleasure resorts, ship goods in for- 
eign vessels, employ the services of foreign bankers, buy stocks and 
bonds of foreign corporations and bonds of foreign governments, 
meet interest payments on loans from foreigners, pay off these loans 
when due, make gifts of money to relatives in foreign countries, 
donate large sums to foreigners in case of earthquakes, famine, or 
epidemics. To pay for all these things they ordinarily buy foreign 
exchange. The sum total of all these payments, together with the 
payments for imports of goods, therefore constitutes the total de- 
mand for foreign exchange. Similarly Americans receive payment 
not only for exports of merchandise, but for banking and shipping 
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services performed for foreigners, for stocks and bonds sold to them, 
and soon. The sum total of such payments due from foreigners to 
Americans constitutes the total supply of foreign exchange in the 
United States. In one respect we must qualify these statements 
concerning the total supply and demand. We have tacitly been 
assuming that Americans take the initiative in arranging both for 
payments due, by buying exchange, and for collecting, by drawing 
drafts and selling them. These arrangements in both cases might 
be made by the foreigners — they could draw drafts against Ameri- 
cans for payments due to themselves, and send drafts to Americans 
for payments due to Americans. From the point of view of the 
foreign exchange market, however, it would make no difference 
which of these methods was used, for the simple reason that demand 
for drafts in London on New York is equivalent to a supply of 
drafts in New York on London. 

When we speak of the total demand and supply, we should per- 
haps make a distinction between the primary sources of demand and 
supply and the secondary sources. The primary sources of demand 
are those already referred to — the payments of various kinds that 
Americans for various reasons make to foreigners; the primary 
sources of supply are the payments foreigners for various reasons 
make to Americans. In addition to the demand of these various 
payers for drafts, there is the demand of foreign exchange bankers 
for drafts, and in addition to the supply of drafts from these various 
sellers or payees, there is the supply that may be bought from the 
bankers, which wemay call “‘ secondary sources” of demand and sup- 
ply. The bankers buy only in order to sell at a profit, or sell hoping 
to buy back at a lower price, except in those cases when they them- 
selves have payments to make to or receive from foreigners. There- 
fore what the bankers buy or sell does not affect the relation between 
the total demand and the total supply. This may be illustrated by 
a simple example. A in New York sells to B in London £1000 
worth of goods, draws a draft against B, and offers it for sale. C in 
New York buys from D in London £1000 worth of goods, and wants 
to buy a draft. The total supply and demand of foreign exchange is 
now equal. A might sell his draft to C. But it is more convenient 
for him to sell it to a bank than to hunt for an importer who wants 
a draft. C might buy from A, but it is more convenient for him to 
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buy from a bank than to hunt for an exporter with a draft for sale. 
If the bank buys the commercial draft from A and sells its own draft 
to C, total transactions in foreign exchange amount to £2000 bought 
and £2000 sold. Demand and supply are still equal, and the total 
payments to be made abroad are still £1000, and the total payments 
to be received £1000. Hereafter. when we speak of the total de- 
mand and supply we will understand the total demand and supply 
from primary sources. Only when bankers themselves buy without 
selling an equal amount or sell without buying an equal amount 
do they add to the total demand or supply in that sense of the . 
terms. 

7. Simplified conditions assumed to show relation between de- 
mand and supply and the rate of exchange. Let us consider next 
the effect of supply and demand upon the rate of exchange and the 
effect of the rate on supply and demand. Since this is a rather com- 
plicated problem when all the facts are taken into consideration at 
once, let us simplify matters by making several assumptions contrary 
to fact. These assumptions will not invalidate the conclusions we 
may draw, as we can show later. Assume, then, that we in the 
United States carry on foreign trade only with the English and the 
English only with us; assume that we take the initiative in all pay- 
ments made — drawing drafts on the English when we sell to them 
or for other reasons have payments due, and paying the English in 
all cases with bank drafts; assume that we sell all our commercial 
drafts to New York foreign exchange bankers and buy all our bank 
drafts from these New York bankers; assume that only demand or 
sight drafts or bills of exchange are used in these transactions; fi- 
nally, assume that at the time under consideration all our bankers 
had comfortable balances on deposit with their correspondent banks 
in London. Under these simplified conditions, how would supply 
and demand and the rate of foreign exchange interact? At the 
outset we may say that the rate will be such as to equalize demand 
and supply, just as will any market price. But the foreign exchange 
market differs in important respects from other markets, and there- 
fore it is necessary to examine it in some detail. 

8. Conditions tending to fix the rate at par. As a convenient 
starting-point suppose that the total payments being made to 
Englishmen by Americans for goods, services, and so on just exactly 
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equaled the total payments received. The total demand for bank 
drafts in New York would then be equal to the total supply of com- 
mercial bills offered for sale to the banks. Suppose also that the 
New York bankers could use their funds at home and on deposit in 
London with equal advantage because the current rate of interest in 
both centers was the same. Under these conditions it is likely that 
the rate of exchange would be very close to par, with the rate for 
bank drafts slightly above the rate for commercial bills. The dif- 
ference between bank drafts and commercial bills would be the re- 
sult in part of a trifling degree of risk involved of payment being re- 
fused or delayed on the commercial bills when they were presented 
for payment in London, a risk that is absent in bank drafts. But 
it would be accounted for in part by the fact that the banks will not 
buy commercial bills and sell bank drafts except for profit, and they 
will therefore pay less than they charge. This margin of profit is 
persistent but narrow, because of the keen competition for the busi- 
ness among the banks. When bank drafts are quoted at $4.86, 
commercial bills may, for example, be quoted at one sixteenth or one 
eighth cent lower. This is similar to the gain made by the retail 
grocer in selling sugar. Foreign exchange bankers also have other 
sources of gain, as when they buy exchange and profit from a general 
rise in the rate before they sell — a speculative profit; or when they 
buy time drafts and hold them until maturity, thus earning the dis- 
count or interest. 

The rate would be close to par for both bank drafts and commer- 
cial bills for this reason: If a bank found that it could get more than 
par, say $4.88, for a bank draft in New York, it would pay it to sell 
at that price, but it would not pay it to buy commercial drafts at, 
let us say $4.38775. If, for example, it sold £10,000 of bank drafts at 
$4.88, it would get for them $48,800, but when they arrived in 
London and were presented for payment to our bank’s correspond- 
ent bank, they would be cashed at face value or par, $48,665. The 
difference would represent the bank’s gain, and would amount to 
$135. This would, of course, reduce its London balance by the 
amount of the draft, and increase its balance in New York by the 
price it received. But we have assumed that the bank would be 
able to employ its funds to equally good advantage on both sides, 
so that this transfer of funds, as we may call it, would be a matter of 
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indifference, provided only it still retained a working balance in 
London. 

It would not pay the bank to buy a commercial draft now at $4.- 
8775 unless it desired to restore its balance in London to its former 
figure. To illustrate, £10,000 in commercial drafts would cost it at 
that rate $48,775, and when sent over to its correspondent bank for 
collection would bring into its account only par, or $48,665. It 
would lose on this transaction $110, which would offset all the gain 
of $135 on the other deal except $25. 

But if any exchange banker sold bills without buying an equal 
amount, he would upset the equilibrium between demand and sup- 
ply which we have assumed. The supply of bills in New York on 
London would then exceed the demand, and price would tend to 
drop. Not only one banker would take advantage of this situation, 
but many, and the price would drop until the rates were close to 
par, or until the bankers had reduced their balances in London too 
low to permit further selling of bills not covered by equal purchases, 
or until total demand and supply aside from the bankers’ own de- 
mand changed in response to the falling rate. Similar reasoning 
would indicate that the rate could not be far below par so long as the 
total amounts of payments to be made in both directions were equal. 

9. When demand exceeds supply at a given rate, the rate rises, 
possibly to the gold export point. Suppose next that we did have at 
a given time an exact equilibrium between the payments to be made 
in both directions for goods and services, and that the rate on bank 
demand drafts were par, $4.8665. Suppose then that because Amer- 
ican merchants hegan either to buy larger quantities of goods or to 
sell smaller quantities, the total demand for bank drafts became 
greater than the total supply of commercial bills. Bankers in New 
York would then in the aggregate be unable to buy as many bills 
as they sold. Their correspondent banks in London would under 
these conditions pay out larger sums in cashing their drafts than 
they collected on the commercial bills remitted to them. As a 
result the balances of the New York banks in London would be de- 
pleted. After their balances became quite low, the New York 
bankers would be reluctant to deplete them still further and would 
be inclined to charge more for bank drafts in order to discourage 
buying of these by their customers, and to pay more in competition 
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with one another for commercial bills in order to build up, if pos- 
sible, their diminishing balances by remitting larger quantities of 
commercial bills for collection. Thus the rate on both classes of 
bills would rise. 

It is possible that the rising rate of exchange would increase the 
total supply by stimulating merchants to sell in order to take ad- 
vantage of the high rate which they could get for their commercial 
bills, or that it would reduce the demand for bank drafts by induc- 
ing buyers to postpone buying until the rate became more favorable, 
or that the rise in price would in some other way increase supply 
relatively to demand and bring about a reaction or fall. If, how- 
ever, the excess of demand over supply were persistent, the rise in 
the rate would continue until the gold export point were reached. 
The gold export point, as already explained, is the rate at which it 
pays would-be buyers of foreign exchange to ship gold and pay 
the charges involved rather than to buy exchange. On bank demand 
bills it is about $4.89. Once this rate were reached, gold would be 
shipped to England, more likely by bankers themselves than by ex- 
porters of merchandise. Bankers who shipped gold would thus 
maintain their balances in London and be able to continue selling 
drafts at the gold export point rate, enough above par to pay for 
the expense of shipping gold and something in addition for their 
labor. Bankers shipping gold in hundreds of thousands or millions 
of dollars can ship more cheaply than individual importers of mer- 
chandise. The banker who shipped gold might explain his action 
by saying that it is cheaper for him to maintain his balance abroad 
by shipping gold than by buying commercial bills at the current 
rate of $4.89, or more, or buying bills from another banker. 

10. Why gold exports tend to cause a fall in the rate. If gold is 
exported in large quantities from New York to London, it tends to 
bring about a fall in the rate of exchange below the gold export 
point for the following reasons: The quantity of gold, and therefore 
of bank reserves, in New York is diminished and the quantity of gold 
and bank reserves in London is increased by the amount shipped. 
This tends to cause banks in New York to make new loans less freely 
to customers and possibly to reduce some of the outstanding loans. 
The relative scarcity of loans permits the New York banks to raise 
the discount rate, and they may deliberately raise the rate to dis- 
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courage further borrowing from the banks. In London the opposite 
is true. Banks find it desirable to encourage expansion of loans in 
order to utilize the additional gold and therefore reduce the discount 
rate. The higher interest rates and the difficulty of obtaining loans 
in New York make New Yorkers more eager to sell goods and less 
eager to buy. They thereby tend to depress prices of merchandise. 
At the same time in London for similar reasons prices tend to rise. 
Loans are easy to get; the interest rate is low, and this encourages 
men to borrow and buy, while it relieves sellers from the pressure to 
sell to pay off loans. Under these conditions, with prices relatively 
lower in New York than before and prices relatively higher in Lon- 
don than before, our exporters tend to sell more goods in England 
and our importers to buy less. This reduces the demand for ex- 
change on London and increases the supply, and thereby tends to 
cause the rate to fall until equilibrium is once more established be- 
tween demand and supply. An additional factor tending to bring 
about a decline in the rate is the fact that bankers having gold avail- 
able on which to draw in London can gain a profit now by selling 
drafts and thus reducing their balance in London where the interest 
rate has fallen and increasing their balance in New York where the 
interest rate has risen. For example, if a banker under such con- 
ditions sells a draft for £10,000 on his correspondent bank in Lon- 
don at $4.89, he reduces his funds in London where the interest 
rate is, say 4 per cent, by $48,665 in terms of our money, and in- 
creases his funds in New York, where he can earn, say 4.5 per cent, 
by $48,900. 

11. Why the rate cannot fall much below the gold import point. 
Just as the rate of exchange cannot rise much above par unless there 
is an excess of demand over supply, so it cannot fall much below par 
unless there is an excess of supply over demand. The reasoning is 
similar to that above, and need not be repeated. Furthermore, just 
as a rise in the rate through a persistent excess of demand over sup- 
ply leads to exports of gold, and thus sets in operation forces tending 
to bring the rate down or at least keep it from rising higher, so a 
persistent excess of supply over demand leads to imports of gold and 
thus sets in operation forces tending to raise the rate toward par, or 
at least to keep it from sinking lower. The gold import point for 
bank demand bills is about $4.84, and any lower rate makes it 
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cheaper for at least some exporters to collect their own commercial 
bills and pay the expenses of shipping gold than to accept the low 
rate for their exchange, and makes it pay the bankers to import gold 
from London to maintain their balances on this side rather than to 
continue selling drafts. The consequences of such gold imports are 
so like the consequences of gold exports that it would be needless 
repetition to follow through the argument again. It need merely be 
noted that what happens in New York when gold is exported hap- 
pens in London when gold is imported from there, and vice versa. 
12. Total demand and supply of exchange in New York on all 
countries and the rates of exchange. In order to simplify exposition 
we made various assumptions concerning the supply and demand of 
foreign exchange and determination of the rate of exchange. It 
can readily be shown that these assumptions do not invalidate any 
conclusions reached in the foregoing discussion. We assumed for 
convenience that we in the United States were trading only with 
the English and the English only with us, and that the total demand 
and supply of foreign exchange in New York arose from this trade 
between two peoples. Actually our people and the English also 
trade with people all over the world. The total demand for foreign 
exchange in the United States may therefore be said to be measured, 
not by our payments to English people alone, but by our payments 
to all foreign countries, and the total supply of foreign exchange may 
be said to be measured by the payments we receive from the people 
of all foreign countries. Foreign exchange rates in New York on 
any country cannot normally rise far above par unless the total 
demand for exchange on all countries combined exceeds the total 
supply — that is, unless for all purposes combined we have greater 
payments to make to than to receive from all other countries. 
Mere excess payments due to one country alone will not neces- 
sarily cause exchange in New York on that country to rise above the 
gold export point, or even above par. For example, we may buy 
more from the people of France than we sell to them, while at the 
same time we are selling more to the English than we are buying 
from them. At the same time, also, the English may be selling more 
to the French than they are buying from them. Under these cir- 
cumstances one might think that in New York exchange on Paris 
would be above par and on London below par, while in London the 
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rate on Paris would be below par, or, what comes to the same thing, 
the rate in Paris on London would be above par. Furthermore, one 
might think that, if these excess payments in all three cases con- 
tinued, gold would be exported from the United States to France, 
from France to England, and from England to the United States, 
But the shipment of gold around a circle like this would be wasted 
motion, since after the third move it would be back where it started. 
Gold movements under these circumstances would be unlikely to 
take place. The foreign exchange bankers would prevent such an 
occurrence by taking advantage of the opportunity to make a gain 
in the foreign exchange market. For example, if the New York 
rates on London were below par, then the New York bankers could 
buy £1000 sterling, payable in London for less than par, say $4850. 
With £1000 sterling in London they could buy more than 25,200 
francs, if the pound sterling were above par in terms of francs, since 
the par of the pound sterling in francs is 25.2. If the rate were above 
par, at, let us say, 25.3, the £1000 sterling would buy 25,300 francs. 
But if the france were above parin New York, let us say at $.194, then 
$4850, which by way of London would bring in 25,300 frances, would 
by direct purchase of a draft on Paris bring only 25,000 frances. That is 
to say, in New York 25,000 francs at $.194 per franc would cost $4850. 

Under these circumstances bankers in New York would build up 
their balances in Paris by purchasing drafts on London, and then, 
using the proceeds of these drafts on London, buy drafts in London 
on Paris. They would not buy drafts on Paris direct. This would 
by so much reduce the demand in New York for exchange on Paris, 
tending to lower the rate, and increase the demand for drafts on Lon- 
don, tending to raise the rate. At the same time it would increase 
the demand for drafts in London on Paris, tending to raise that rate. 
Such three-cornered deals in exchange are referred to as ‘‘arbitrage,”’ 
and foreign exchange bankers are constantly on the alert to take 
advantage of such possibilities of profit. Therefore it follows that 
no country on a gold standard is likely at the same time to find its 
exchange on some foreign countries much above par and on others 
below par, if these foreign countries also have the gold standard, and 
it is still less likely persistently to import gold in large quantities 
from some countries while it exports gold to others. An exception 
to this rule is England’s imports of gold from South Africa and sub- 
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sequent exports of this gold to other countries. But this gold re- 
presents a commodity produced for export by the African mines and 
shipped to England as a convenient distributing center. There are 
other exceptions of a similar kind, but ordinarily heavy and per- 
sistent exports of gold from any country take place only when its 
‘total payments to all countries exceed the total payments due to it. 
The balance of payments — its excess of payments due to others — 
must then be met with gold. 

13. The effect on the rate of exchange is the same whether the 
buyer pays with a bank draft or the seller draws a commercial 
draft. To simplify our explanation of the sources of supply and 
demand of foreign exchange in New York, we assumed that Ameri- 
can buyers and American sellers take the initiative in arranging for 
payment — that Americans buy bank drafts to pay foreigners and 
sell commercial bills to banks to collect sums due from foreigners. 
In actual practice not all payments are made in this way; in some 
cases Englishmen, for instance, draw commercial bills on Americans 
for sums due from the American buyers, or buy bank drafts from 
London banks payable in New York, instead of waiting for Amer- 
ican sellers to draw on them. This does not invalidate the reasoning 
in foregoing sections, because the effect on supply and demand of 
foreign exchange and on the rate of exchange between New York 
and London is identical regardless of which of these two methods is 
used. In every case in which a payment is due from New York to 
London, a draft will be bought or paid for at a New York bank and 
sold to or collected at a London bank. If the New York buyer 
takes the initiative, he buys the draft from his bank and sends it 
to the London seller, who, in effect, sells it to his bank — that is to 
say, he cashes it and gets his money. If the London seller takes the 
initiative, he draws a draft against the American buyer and sells it 
to his bank in London. The London bank sends it over to its New 
York correspondent, who collects from the New York buyer. The 
only difference is this: In the one case the draft is first sold by a bank 
in New York and then bought by a bank in London, and in the other 
case it is first bought by a bank in London and then sold, or collected, 
which amounts to the same thing, by a bank in New York. Revers- 
ing the order of buying and selling does not, of course, increase or 
decrease the amount bought and sold, 
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14. Why the New York rate is the rate for the country as a whole. 
The assumption that all buying and selling of foreign exchange in 
the United States is done through New York banks, although con- 
trary to fact, cannot invalidate the conclusion reached on the rela- 
tion between total supply and demand and market rate of exchange. 
Foreign exchange bought and sold by banks outside of New York 
may be handled through the New York banks, and, if not handled 
through the New York banks, it is still part of the total supply and 
demand of exchange in the United States, which has been the sub- 
ject of our discussion. Furthermore, the rates charged by banks 
outside of New York cannot vary materially from the rate charged 
by the New York banks because of the ease of transfer of funds 
within the United States under the Federal Reserve System. 
Practically speaking, then, the rate in New York is the rate for the 
country as a whole. 

15. Cable transfers, demand bills, and time bills. We come now 
to our fourth assumption — that only bank demand drafts and 
commercial sight bills are used. Obviously the fact that other 
forms of foreign exchange are used does not affect the relation be- 
tween the total demand and supply, or the general rate, or prevent 
gold exports or gold imports if the demand and supply remain per- 
sistently unequal. 

It must be explained, however, that the rates for drafts of differ- 
ent maturities are not the same. A draft on London payable at a 
future date is worth less than one payable on demand, just as in 
the case of a domestic draft, such as a draft on Chicago. 

In respect to maturity, or date of payment, we may distinguish 
three kinds of drafts used in foreign trade, namely: 

(1) Cable transfers. 
(2) Demand or sight drafts or bills. 
(3) Time drafts or bills. 

Cable transfers, as Escher says, are, strictly speaking, not drafts 
or bills of exchange at all, since they are not written orders. They 
are telegraphed or cabled orders to pay, generally cabled by one 
bank to another. Nevertheless, they serve the same purpose as 
written drafts and are the same in substance if not inform. They 
constitute part of the total supply and demand of exchange and 
thereby influence the general rate. Demand or sight drafts are 
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written orders to pay on demand the sum specified on the face. 
When drawn by a bank they are usually called “demand bills,” 
and when drawn by sellers of merchandise they are called ‘‘com- 
mercial sight bills.” Time drafts are payable a specified number of 
days after sight, as thirty, sixty, or ninety days. Time drafts running 
for sixty days or more when drawn by a bank are called ‘‘ bankers’ 
long bills,’ and when drawn by sellers of merchandise, ‘‘commercial 
long bills.” 

The rate on cable transfers is higher than the rate on demand or 
sight bills, and the rate on these is higher than the rate on time or 
long bills. The reason is simple. When a New York banker sells 
a cable transfer, he receives payment at practically the same time 
that his correspondent in London pays out the amount of the order 
and charges it to his account. In other words, his funds in London 
are at once depleted by the amount they are increased in New York. 
But when he sells a demand bill, he receives payment at once, while 
the bill cannot be presented for payment at his correspondent bank 
for about ten days or two weeks — it must be remitted by mail. 
Thus he gains the use of money received for the bill that length of 
time before his funds in London are depleted by the amount of the 
bill. It follows from this that demand bills will sell lower than 
cable transfers by an amount roughly approximating interest at the 
current rate for about ten days. If both should sell at the same rate, 
bankers could make money by selling demand bills, lending the pro- 
ceeds for ten days, and then buying cable transfers to cover the 
amount of the demand bills sold. Similarly long bills sell at a lower 
rate than demand bills — the difference representing interest at 
the current rate for the time the long bills run. Recent quotations 
show demand bills three-eighths cent per pound sterling lower than 
cable transfers, and sixty-day bills three cents lower than demand 
bills. These differences tend to be greater the higher the current 
rate of interest, but do not exactly measure the rate of discount, 
since other factors enter. 

Writers do not agree as to which represents the fundamental rate 
of exchange — cable transfers or sight bills. This is a matter of 
small importance, since the two are about the same. It is agreed, 
however, that, as between bankers’ demand bills and commercial 
sight bills, the rate of the former is the basic rate because it is prac- 
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tically devoid of risk, and therefore represents more truly than the 
commercial bill the exchange value of dollars in pounds sterling. 

16. Inflation and gold exports; inflation and war. Under sound 
and normal financial conditions the rate of exchange in any country 
on other countries cannot persistently remain above the gold export 
point, for reasons already given in detail. With the rates above the 
gold export point, gold is exported to various other countries. This 
reduces the quantity of money in the gold-exporting country, and, 
what is more important, reduces the quantity of gold on which 
all other money in a gold-standard country is based — the money 
which constitutes the bank reserves, which support the deposits sub- 
ject to check. This induces banks to raise their discount rates, 
which brings pressure upon business men to reduce their stocks of 
goods by selling and discourages others from buying, because it 
makes borrowing more difficult and costly, and this, through its 
effect on the supply and demand of commodities, brings lower 
prices. In the foreign countries into which the exported gold flows, 
the effects are the opposite, and prices there rise. Thus, the gold- 
exporting country becomes a better country in which to buy and a 
worse country in which to sell, the demand for foreign exchange 
then diminishes and the supply increases and the rates fall, bringing 
an end to the gold-export movement. But under certain abnormal 
and unsound financial conditions these salutary effects are not felt. 

If a country inflates its currency by forcing into circulation ab- 
normally large quantities of paper money, whether bank notes or 
government paper money, or by coining large quantities of silver 
money with a bullion content less than its face value, as the United 
States did at one time, while other countries adhere to a sounder 
monetary policy, prices within that country will rise above the world 
level to such an extent that its exports will be checked and its im- 
ports increased. Gold exports will follow. If the inflation contin- 
ues so that the decrease in gold is offset or more than offset by’ the 
addition of paper money or debased silver coins, prices will remain 
high or mount even higher, so that the gold exports will persist, and 
eventually the country will be drained of its gold. This will mean 
that the banks will lose their gold reserves and be compelled to 
suspend payment on their checks except in paper money. It will 
mean also that the Government, if it has paper money outstanding 
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that is redeemable in gold, will be compelled to acknowledge its in- 
ability to redeem this paper on demand. In short, it will mean that 
the gold standard no longer exists in that country. Prices will be 
quoted in irredeemable paper money, and will rise in proportion as 
that paper money increases in quantity, or even more rapidly. The 
effect of such depreciation within the country has already been dis- 
cussed in the chapter on government paper money. Here we need 
to note only its effect on the rates of foreign exchange. 

Before noting these effects it should be stated that one of the most 
common causes of paper-money inflation is war. A country at war 
requires great quantities of commodities in addition to its normal 
requirements, and at the same time produces less because many of 
its workers are enrolled in the army. This may result in greater im- 
ports and smaller exports than usual and in exports of gold. More- 
over, the Government may encounter difficulty in raising enough 
money by taxation, or by borrowing, to pay for the war materials 
required, and may resort to the issue of paper money directly or 
through the aid of government controlled banks — borrowing from 
these banks and taking the loans in the form of bank notes. Thus 
further exports of gold would follow. The Government must then 
choose between maintaining the gold standard by restricting its pur- 
chases of war materials, and unrestricted buying of war materials 
with a departure from the gold standard. This must be its choice, 
be it understood, only if the people are either too ignorant or too 
unpatriotic to permit the Government to finance the war without 
resort to paper money inflation. If the Government through war 
necessity, or perhaps through a mistaken policy of courting public 
favor, decides to follow the inflation policy and pay for materials 
with paper money, the country’s gold will soon be entirely drained 
out, except for small quantities hoarded away. The Government 
may prevent the exportation of gold under these circumstances by 
making its export illegal, suspending gold payments by the banks 
and by the treasury while they still retain the major part of their 
gold. In either case, however, the gold standard is abandoned — 
since that standard exists only when government paper money and 
bank notes are freely redeemable in gold. 

17. Why a country’s exchange falls when its money depreciates. 
Once a country departs from the gold standard, so that its money is 
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no longer redeemable in gold, its rates of exchange with other coun- 
tries bear no relation to the former pars of exchange. During the 
World War all the countries of Europe that were engaged in the 
struggle resorted to the overissue of paper money and were compelled 
to suspend gold payment. They prevented the export of all their 
gold only by means of suspension of cash payment before the oppor- 
tunity of exporting all the gold presented itself. The retention of 
some hundreds of millions of francs, marks, etec., in gold helped in 
some degree to maintain confidence in the ultimate redemption of 
the paper money, despite the temporary suspension of gold pay- 
ment. But once the paper-money issues grew all out of proportion 
to the gold reserves in the banks, faith in redemption grew small. 
The gold reserves, even in England and France, although large in 
the absolute sense, were small relatively to the total quantity of 
paper money in circulation. In Germany, Austria, and Russia the 
quantity of paper marks, kronen, and rubles, respectively, became 
so enormous that not all the wealth in the world put at the disposal 
of the Governments would have permitted them to redeem the paper 
at its face value in gold. Under such circumstances a mark, a 
krone, or a ruble was not worth its face value in gold, but only 
what one might be able to get for it — and eventually this was prac- 
tically nothing at all. 

Now a bill of exchange on any financial center, as London, Paris, 
or Berlin, is an order for payment in the money current in that 
place, not for payment in gold necessarily. Therefore, when Ger- 
many departed from the gold standard, and its paper money de- 
preciated until a paper mark was worth only the one-millionth part 
of a gold mark, the rate of exchange of Berlin on New York was no 
longer the par of exchange, or 1 mark for $0.238, but roughly 1,000,- 
000 marks for $0.238, and eventually, when depreciation had about 
run its course to the inevitable practical repudiation, 1,000,000,000,- 
000 marks for $0.238. In England paper-money issues were kept 
within reasonable bounds, and despite the suspension of gold pay- 
ments people retained great confidence in the pound sterling, so that it 
did not at the worst depreciate more than approximately one third in 
value, and during 1925 Great Britain was able once more to resume 
gold payments and freely to permit the export of gold to settle its 
foreign trade balances. The pound sterling was again brought up to 
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par. Between the extreme depreciation of the German mark and 
therefore of German exchange, on the one hand, and the moderate 
depreciation of the pound sterling and sterling exchange on the other, 
is the depreciation suffered by French, Italian, and Belgian paper 
money and rates of exchange. But on account of the enormous 
quantity of paper money outstanding in France, Italy, and Bel- 
gium, it is highly improbable that their money will ever be redeemed 
at its face value. As long as the depreciated paper circulates as the 
current money in those countries, their exchange in terms of our 
money can never rise to par, since a draft on Paris is payable in 
paper francs, and a draft on Rome in paper lire. 

Germany, by an ingenious financial device called the ‘‘renten- 
mark,” solved the problem of restoring the gold standard by re- 
deeming its paper marks in gold marks at the rate of 1,000,000,000,- 
000 to 1, and thus restored the German mark to its former par of ex- 
change, $0.238. How the French, the Italians, and other European 
countries will restore the gold standard remains to be seen. That 
they will restore it by some method is likely, since the advantage of 
a stable unit of value is very great, and although the gold unit of 
value is not absolutely stable, it is better than anything else that 
has ever been devised and applied in practice, and infinitely better 
than any unit that depends for its value upon the capacity of the 
government printing presses. 

One of the amusing features of the paper-money period in Europe 
has been the solemn protestation of the government officials that the 
depreciation in the rates of foreign exchange on their countries has 
been the result of speculators selling francs, marks, etc.; and that 
this depreciation in the rate of exchange has so reduced the purchas- 
ing power of their money in foreign countries and at home that they 
have had to print more money to meet the demands of the people. 
Thus through either ignorance or guile they have put the cart be- 
fore the horse and have juggled with cause and effect. The over- 
issue of paper money caused the depreciation of money, which caused 
the depreciation in exchange, which led speculators, who shrewdly 
foresaw further inflation, to sell exchange in expectation of further 
decline. 
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EXERCISES 


A New York merchant buys £10,000 worth of woolen goods from an 
English manufacturer. Approximately how many dollars will he save by 
buying sterling exchange at par rather than shipping gold? 


. What are the sources of supply and demand of sterling exchange in New 


York? 


. What are the correctives of exchange? Explain how they operate. 
. If in New York the rate of exchange on London is $4.87, and the rate on 


Paris $0.03, while in London the rate on Paris is 164 francs to the pound, 
how much in American money will it cost a New York merchant to pay a 
bill of 300,000 francs in Paris? 


. When two countries both have the gold standard, how can one calculate 


the par of exchange between them? What is the effect upon the rate of 
exchange if one of them issues great quantities of inconvertible paper 


money? 
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CHAPTER XXXIV 
INTERNATIONAL TRADE 


1. Foreign trade arises when commodity prices are lower in one 
country than in another. By international trade is meant trade be- 
tween the people of one country and the people of another coun- 
try. Such trade arises when the prices of some commodities are 
lower in one country than in another. If the difference in price in 
the case of any commodity is great enough to cover the cost of 
transportation and still leave something over, alert-minded business 
men in the one country or the other will take advantage of the oppor- 
tunity to make a profit. Possibly a business man in the low-price 
country will buy a lot of the commodity and export it to the high- 
price country to sell it there at the market price. Possibly a busi- 
ness man in the high-price country will order some of the commodity 
at the market price in the low-price country and sell it in his own 
country at the higher market price — in other words, he will import 
the commodity. If the difference in price persists, a regular import 
and export business in the commodity will develop, with business 
men or exporters in the low-price country buying it regularly from 
manufacturers or wholesalers for sale to business men or importers 
in the high-price country, who will resell it to wholesalers, retailers, 
or manufacturers in that country. Possibly manufacturers in the 
low-price country will themselves establish selling agencies in the 
high-price country to dispose of part of their product there. Prac- 
tically all foreign trade is the result of such business transactions, 
although some goods are bought in foreign countries by travelers 
and carried home for their own use, and Governments may buy sup- 
plies at times in foreign countries, particularly in time of war. 

2. Controversies concerning foreign trade. Foreign trade not 
only profoundly affects the prosperity of the countries concerned, 
but is the occasion of differences of opinion and bitter controversies 
in all countries in which it becomes of great importance; that is, in 
all countries that trade extensively with others. ‘The controversies 
center about the question as to whether foreign trade should be 
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free from government restriction, as is trade within a country, or 
whether, for various reasons, it should be restricted. In particular, 
there is the question of whether or not the Government of a country 
should protect its own business men from competition with low- 
priced commodities imported from foreign lands by levying a tax on 
imports. In the United States, for instance, the question of “free 
trade”’ or ‘‘protection” has been the most persistent and frequently 
the ‘‘paramount”’ issue in presidential campaigns, and import taxes 
have tended to rise and fall in harmony with the fortunes of the 
Republican and Democratic Parties, and of their predecessive 
parties which stood divided on the same issue. It seems desirable, 
therefore, in a book such as this to note the possible gains or losses 
resulting from international trade. In the present chapter will be 
presented the reasoning on the basis of which it may be alleged that 
two nations may both gain from free trade between them, and that 
this is in fact the normal outcome of such trade. In the next 
chapter some opposing arguments will be presented on the basis 
of which it is alleged that restrictions on international trade are 
desirable. 

3. Differences in prices of commodities within a country measure 
roughly differences in costs of production. Since a prerequisite to 
trade between two nations is a difference in the prices of commodi- 
ties in one as compared with the prices in the other, and since an 
explanation of the causes of such differences in prices indicates the 
nature of the gain from international trade, it will be convenient to 
begin our exposition with a consideration of differences in prices. 
We must consider two kinds of differences in prices — differences in 
prices of different commodities in the same country, and differences 
in prices of the same commodities in different countries. Let us 
begin with differences of prices of different commodities in the same 
country. For an extended discussion of this subject we must refer 
the reader to our various chapters on Demand and Supply, Market 
Price, and Cost of Production. Here we can do no more than note 
some general conclusions reached in those chapters and bring them 
into relation with the problems of foreign trade. 

In any country the price of any commodity is governed or meas- 
ured by its marginal vendibility, or the price that the least able or 
desirous buyer, who must buy if the whole supply is to be sold, is 
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able and willing to pay for the least desired unit that he buys. In 
the case, however, of man-made goods — and with these only inter- 
national trade is concerned, since natural resources can be neither 
imported nor exported — if price exceeds cost of production, pro- 
ducers enjoy a profit that stimulates expansion of output, and this 
causes a fallin price. Similarly, if price is below cost of production, 
output is cut down and price tends to rise. Therefore, it may be said 
that prices of man-made goods tend to fluctuate more or less closely 
about cost of production, being sometimes above and sometimes 
below cost, but never for any considerable time either far above or 
far below. 

This will be true, however, only if competition exists in the indus- 
try and if the total supply is produced at approximately uniform 
cost. If monopoly exists, then price may, of course, be above cost, 
as discussed in our chapter on Monopoly and Monopoly Price. If 
part of the supply is produced under more disadvantageous condi- 
tions than other parts, and if this part of the supply is required to 
meet the demand at the market price, then market price will meas- 
ure roughly the cost of these most expensive units and exceed the 
cost of production of the less costly units produced. To some ex- 
tent these qualifications may modify the conclusions we reach 
below, but they will not invalidate our reasoning, particularly if we 
note how they modify our conclusions as we go along. 

4. Differences of costs of commodities within a country measure 
roughly differences in quantity of labor required for their produc- 
tion. Since prices of man-made goods do tend to measure roughly 
the costs of production, we may say that prices of different com- 
modities vary roughly in proportion to cost. But costs of produc- 
tion of most commodities consist mainly, either directly or indirectly, 
of the cost of the labor required to produce them. Directly in 
wages to their own workmen many employers pay out in excess of 
fifty per cent of the total cost of their product, and in buying mate- 
rials, buildings, machinery, etc., they pay indirectly the wages of 
other workmen whose labor indirectly enters into their own product. 
Therefore, it follows that costs of production, and consequently 
prices of most articles, vary approximately in proportion to the 
amount expended in wages in producing them. This is particularly 
true if the costs represent the costs of the no-profits manufacturer 
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or of the no-profits farmer producing at or near the margin of cul- 
tivation. 

But in any country the various business men in the various indus- 
tries compete with one another for laborers of the various types 
they need. This tends to bring about substantial equality of wages 
in all industries for workers of ‘the same general grade, as un- 
skilled, semi-skilled, skilled, and so on. What one industry must 
pay, others must pay, otherwise their workmen will drift away. 
It follows that the cost of production of different commodities will 
vary roughly in proportion to the amount of labor required to 
produce them — roughly, be it noted, not exactly. If one com- 
modity requires two days of labor for the production of one unit, 
and another four days of labor, then the cost of the second will be 
about twice that of the first, provided the same grade of labor is 
used in both cases, whether it be unskilled, semi-skilled, skilled, 
or clerical. If several grades of labor were used in producing two 
commodities, and used in about the same proportion, the same re- 
sult would follow — the cost, and consequently the price, would 
vary about in proportion to the total amount of labor required per 
unit. The same result would not follow if one industry used un- 
skilled labor only or predominantly, while the other used skilled 
labor, because skilled labor usually commands wages far above 
those of unskilled labor. This qualification, however, will not inval- 
idate the reasoning that follows, particularly if its bearing is noted 
as we proceed. 

Our reasoning to this point, then, leads to this conclusion — dif- 
ferences in prices among man-made commodities in the same coun- 
try measure roughly differences in the quantity of labor employed 
in producing the respective commodities. An article that sells for 
$10 presumably has been produced at a cost of about twice as many 
hours or days of labor as one selling for $5, if the labor has been of 
the same type or types in both cases. We may express this relation 
by saying that labor in producing the low-priced article has been 
twice as effectively employed — meaning that quantity of output 
per unit of labor is twice as great. An interesting illustration of 
this is represented by the cost of production and price of wheat and 
corn in the United States. In our leading corn and wheat producing 
states corn yields on the average about twice as many bushels per 
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acre as wheat, and many farmers may annually choose between 
producing on some of their land either a certain quantity of wheat 
or about twice that quantity of corn. The cost of growing an acre 
of corn is a little greater than the cost of growing an acre of wheat. 
We should expect therefore to find that in Chicago the price of corn 
would normally be a little more than half the price of wheat. And 
that is, indeed, the normal relation disclosed by market statistics. 
Perhaps no better example could be given to indicate the drift of the 
foregoing reasoning on the relation between effectiveness of labor, 
money cost of production, and market price.! 

5. Differences in prices in different countries; four conceivable 
conditions. Let us turn now to consider the causes of differences in 
prices of the same commodity in different countries. These dif- 
ferences may be the result of differences in the quantity of money 
relatively to the total physical volume of trade, or to different condi- 
tions of production in the one country as compared with the other, 
or to a combination of these two causes. There must also be con- 
sidered the differences that result when in either country market 
price falls below, or rises above, cost of production through fluc- 
tuations in demand and supply. 

It will simplify and clarify our discussion, without destroying the 
validity of our conclusions respecting the gains derived from inter- 
national trade, if we assume that we are concerned with only two 
countries — say France and England, both of which, let us say, have 
adopted the gold standard, and as a unit of value use our gold dollar 
of 23.22 grains of pure gold. If these two countries were isolated — 
from each other so that they could not carry on trade, there might 
conceivably be four conditions in respect to differences of prices of 
the same commodities in the two countries, as follows: 


(1) The price of each commodity might be the same in both countries. 

(2) Prices of all commodities might be uniformly higher in the one than 
in the other, as twice as high in England as in France. 

(3) Prices of all commodities might be higher in one country than in the 


1 It might be argued that labor is just as effectively employed in wheat-growing as 
in corn-growing because the one bushel of wheat is as valuable as the two bushels of 
corn. But this is beside our present point, which is to indicate the relative cost of 
producing wheat and corn. If it takes less labor to produce one unit of one com- 
modity than one unit of another, we may for our present purpose consider labor ap- 
plied to the production of the first to be more effectively employed than labor ap- 
plied to the production of the second. 
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other, but not uniformly higher, ranging higher in England than in 
France, for example, all the way from ten to one hundred per cent. 

(4) Prices of some commodities might be higher in England and of others 
in France. 


Although we say four conceivable conditions as enumerated above, 
the first two are conceivable only in the abstract mathematical 
sense. From an economic point of view such conditions may well be 
called inconceivable. In either country there are literally thousands 
of commodities the price of each of which is the resultant of various 
factors affecting demand and supply, and it would be a mere coin- 
cidence if the price of any one of these commodities were the same 
in both countries in the absence of trade relations between them. 
There would literally not be one chance in a million that all prices 
would be the same in both countries. For the same reason there 
would not be one chance in a million that all prices would be uni- 
formly higher in the one country than in the other. We need not 
therefore consider these two cases further. Consider then the third 
case. 

6. Differences in the quantity of money and credit. What are 
the factors that might cause all prices in England to be higher than 
all prices in France, but not uniformly higher, ranging let us say from 
ten per cent higher for some things up to one hundred per cent 
higher for others? 

All prices might be higher in England than in France, if there 
were a larger quantity of money and credit, relatively to the physi- 
cal volume of trade, in England than in France. For the reasoning 
on which this statement is based, the reader may refer to our 
chapter on The Qualities and Quantity of Money. That the gen- 
eral level of prices is higher in England than in France has no neces- 
sary relation to the effectiveness of labor or the level of real wages in 
the one country as compared with the other. If all commodity 
prices were twice as high in England as in France, and money wages 
were also twice as high, then it would indicate that labor is about 
equally effective in both countries and enjoys about the same level 
of real wages. If the higher commodity prices were accompanied by 
money wages not any higher than in France, then real wages — 
what the English workers could buy with their money wages — 
would be lower than the wages of the French workers. The level of 
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real wages in any country depends upon the quantity of commodi- 
ties produced in that country and the proportion of all the com- 
modities that the workmen can buy with their money wages. If the 
total production is large, and the money wages paid to the workers 
represents a large fraction of the total value of the products, then 
wages will be high. Conditions favoring these results are discussed 
in our chapter on Differences in Wages. Here we will merely note 
that high wages in the sense of large command over commodities — 
that is, a high standard of living — may be accompanied by either 
high or low commodity prices. : 

7. Differences in comparative costs. To say that all prices are 
higher in England than in France, but not uniformly higher, is 
merely to state that, in producing one commodity as compared with 
another, England and France do not have the same comparative ad- 
vantage. If the price of wheat, for example, is $2 in England and 
the price of coal is $3, while in France the price of wheat is $1 and 
the price of coal is $2, then in England coal costs 150 per cent as 
much as wheat, while in France coal costs 200 per cent as much as 
wheat. This would indicate roughly that in England 100 men would 
produce as many bushels of wheat as 150 men could produce tons of 
coal, while in France 100 men could produce as many bushels of 
wheat as 200 men could produce tons of coal. It would probably be 
more accurate to say that it indicates that the 100 men least effec- 
tively employed in growing wheat in England, produced as many 
bushels of wheat as the 150 men least effectively employed in min- 
ing coal, produced tons of coal, and so on. 

Ordinarily, however, prices of all commodities cannot be higher 
in one country than in another if the two countries trade with each 
other and both have the same unit of value, say the gold dollar of 
23.22 grains. For under these circumstances many commodities 
would be exported from the low-price country to the high-price 
country, and none would be exported from the high-price country to 
the low-price country. To return to our illustrative countries, Eng- 
land would have all imports and no exports, and therefore a heavy 
‘“‘unfavorable” balance of trade. Leaving out of consideration such 
other methods of payment as entertainment of travelers, shipping 
charges, etc., she could pay for the imports only in gold. Exports 
of gold would lower prices in England and raise prices in France 
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until the relatively dearest commodities in France rose in price to 
the English prices and ceased being exported. But the relatively 
cheaper commodities would still continue to be exported because 
they would still be lower in price than the English prices, and this 
would lead to continued exports of gold from England to France, 
causing a further rise in prices in France and a further decline in 
England. This would finally result in the relatively dearest com- 
modities in France rising in price above the English prices for the 
same commodities, and then English goods would begin to be ex- 
ported to France. Thus we should have reached some sort of stable 
condition in which some prices were higher in England and others 
aigher in France. But this is our fourth condition enumerated in 
Section 5 of this chapter. This is the normal relation between 
prices in two countries with trade relations— some prices higher in 
the one and other prices higher in the other, and this is the condi- 
tion which we must examine with the most care in this chapter. 

8. Prices of readily portable commodities cannot be much higher 
in one country than in another. As just indicated in the preceding 
section, when prices of commodities in England are higher than the 
corresponding prices in France, but not uniformly higher by the 
same percentage, it may be presumed that, in producing one com- 
modity as compared with another, England and France do not have 
the same comparative advantage. The same reasoning applies 
when prices and costs of some commodities are higher in England 
than in France, while prices and costs of others are higher in France 
than in England. 

If wheat in England costs $2 a bushel and coal $1 a ton, while in 
France wheat costs $1 and coal $2, it indicates that, whereas in 
England it takes twice as much labor to produce a bushel of wheat 
as it takes to produce a ton of coal, in France it takes half as much 
labor to produce a bushel of wheat as it takes to produce a ton of 
coal. 

Such extreme differences in prices of wheat and coal in England 
and France could not, of course, exist if trade relations between 
them were free, because English wheat-buyers would in that case 
buy all their wheat in France, or all that was available in France, 
while French coal-buyers would buy their coal in England, or, what 
comes to the same thing, English coal-sellers would sell in France 
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and French wheat-sellers would sell in England. Buyers buy in the 
cheapest market; sellers sell in the dearest. Similarly, there could 
be no great differences in the prices of any other readily portable 
commodity in the one country as compared with the other. Only 
in the case of commodities which cannot or will not, regardless of 
price, be carried from the one country to the other will there be dif- 
ferences in prices much more than offsetting costs of transportation 
from the one country to the other. 

Having now shown why prices in one country may be higher 
than in another, and why prices of some commodities are higher 
than the prices of others in the same country, and having indicated 
here briefly and by reference to our chapter on Differences in 
Wages the fundamental causes of high or low wages, we may pro- 
ceed to an analysis of the results that flow from international trade 
— good or bad. 

9. Simplified conditions assumed to illustrate gains from foreign 
trade. Asin the case of other complicated problems of economics, 
the fundamental principles that operate in foreign trade can be 
brought out most clearly if we simplify the problem by making cer- 
tain assumptions contrary to fact, but which do not invalidate the 
reasoning based upon them. 

Assume, then, to begin with, that we are concerned only with two 
countries— England and France; that they both use the gold stand- 
ard and the gold dollar as their unit of value; that both have the 
same general level of prices and the same general level of wages, so 
that workmen of the same degree of skill get the same money wages 
in both countries; assume that labor costs constitute the same pro- 
portion of total costs in both countries, and that each dollar of 
cost in producing a commodity represents one day of labor required 
in its production. These various assumptions may seem to give us 
such artificial conditions that no reasoning based on them could val- 
idly be applied to real life. It can readily be shown, however, that 
none except the last assumption named above seriously affects our 
conclusions, and the presumption is that not even the last invali- 
dates our conclusions. 

On the basis of these assumptions let us analyze the nature of 
the gain from trade between England and France under two con- 
ditions: 
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(1) When England and France both produce some commodities at lower 
cost than other commodities, but when the particular commodities 
produced by England at highest cost are produced by France at 
lowest cost, and vice versa. 

(2) When England and France both produce some commodities at higher 
cost than other commodities, and when the particular commodities 
produced by England at highest’ cost are also produced by France at 
highest cost, and the particular commodities produced by England 
at lowest cost are produced by France at lowest cost. But the dif- 
ferences in costs are less in England than in France. 


- 


10. Comparative costs: Case I. Begin with Case I. For pur- 
poses of analysis it will be necessary to consider only two commod- 
ities, which we may call X and Y, which may be assumed to repre- 
sent in their relative costs all commodities in their class. Suppose 
that conditions of cost for commodities X and Y in England and 
France are as shown in Table XXXI. 


TABLE XX XI. TABLE oF CoMPARATIVE Costs: CaAsnE I 


Cost or PropucTION PER UniT In Days AND DoLuars 


Comparative cost 


CouNnTRY Commodity X Commodity Y of Yin pee cant oF 











England... 


France.... 











Under the conditions of cost shown in Table XXXT it will take 
twice as many days of labor in England to produce one unit of X as 
it will take to produce one unit of Y, and will cost twice as many 
dollars. In other words, the cost of production of Y is only 50 per 
cent of the cost of X. But in France the contrary is true, and it 
costs twice as many days and twice as many dollars to produce one 
unit of Y as it costs to produce one unit of X. In other words, cost 
of production of Y is 200 per cent of the cost of X. 

From the purely commercial point of view it will pay producers 
of Y in England to sell their commodity in France, since they pro- 
duce at a cost of $2 and sell in a market where the cost, and there- 
fore presumably the price, is $4. Likewise and for the same reason 
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it will pay producers of X in France to sell their commodity in Eng- 
land. Thus, quite naturally, with such differences in cost trade 
would spring up to the advantage of the producers and merchants 
concerned. Such trade would be to the best interests of both coun- 
tries, and would tend to give both more commodities for consump- 
tion than if they did not trade. If any one doubts or denies this, he 
should be convinced of his error by the following reasoning: 

If any gain results from trade, it goes either wholly to England, or 
wholly to France, or is divided between them. Under the following 
conditions it would go wholly to England: If one unit of Y, produced 
in England at a cost of two days’ labor, or $2, is exported to France 
and sold there at $4, the cost of production in France; and if with 
the $4 the English then buy two units of X at $2 per unit, the cost of 
production in France, they will get by this trade two units of X 
which, if produced at home, would cost them eight days of labor, or 
$8. Thus by this transaction they would save six days in labor, or 
$6. The six days of labor would then be available for the produc- 
tion of other goods. Similarly, if France should export one unit of 
X, produced at a cost of two days, or $2, to England, sell it there at 
the cost of production in England for $4, and with the $4 buy two 
units of Y, it would get, at an expense of two days of labor, or $2, 
two units of Y, which, if produced at home, would cost eight days 
of labor, or $8. 

11. The gain tends to be shared by the two countries. It is 
unlikely that in any such case either country would reap the 
whole gain from the trade for the following reason: English pro- 
ducers of, or dealers in, commodity Y, finding cost of production, 
and therefore price, in France higher than cost and price in England, 
would proceed to export this commodity for profit. This would 
increase the supply of Y in France and would therefore cause a fall 
in price therein accordance with the principle of diminishing vendi- 
bility. Exports from England would, however, continue as long 
as the French price were above English costs, and therefore even- 
tually the price in France would fall to the level of cost in England, 
barring transportation charges, which we may omit from consider- 
ation in this connection. Similarly, X would be exported from 
France to England until the English price fell to the level of French 
costs. Assuming that costs per unit remained the same in both 
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countries during this development, we should then have the fol- 
lowing results: 

England would export one unit of Y produced at a cost of two 
days of labor, or $2, sell it for $2 in France, and with this $2 buy one 
unit of X, which, if produced at home, would have cost four days of 
labor, or $4. By this transaction it would gain $2, or save two days 
of labor. Similarly, France would gain by exporting X to England 
and importing Y. For reasons to be given below, connected with 
conditions of demand and cost, the gain might not be thus equally 
divided. One country might gain more than the other, but both 
would nevertheless share in the gain. 

12. Effect of diverting labor and capital into more productive in- 
dustries. When English producers of Y undertook to supply, not 
only the home market, but the French market, the Y industry in 
England would expand. Likewise, when French producers of X un- 
dertook to supply not only the home market, but the English mar- 
ket, the X industry in France would expand. At the same time 
producers of X in England and of Y in France would be driven out 
of business by the low-cost foreign imports. Their labor and capital 
would have to be transferred to some other industry, part of it to 
the expanding export industries, where it would be required to help 
to produce the additional supply finding a market abroad. We may 
call this transfer the diversion of labor and capital from the less 
productive to the more productive industry in each country. The 
extent of the gain in both countries may be expressed in numerical 
terms if we assume that in both England and France 1,000,000 
units of each commodity had been produced before trade between 
the two countries began. In that case total production of both com- 
modities combined in both countries would have amounted to 
4,000,000 units. If, now, all the labor and capital employed in 
England in producing the 1,000,000 units of X were diverted to the 
production of Y, the production of Y would be increased by 2,000,- 
000 units, or to a total of 3,000,000. Likewise in France, if all the 
labor and capital were diverted to the production of X, total pro- 
duction of X in France would rise by 2,000,000 units to 3,000,000. 
Total production in both countries would now be 6,000,000, a gain 
of 50 per cent. If the gain were divided equally through market 
operations, each country would have 1,500,000 units of each com- 
modity instead of only 1,000,000 units as before. 
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13. Comparative costs: Case II. Both countries gain. In the 
foregoing example the assumption was that England can produce 
Y at less than the cost of X, while France can produce X at less 
than the cost of Y. In such cases the gain is clear and unmistak- 
able. Actual examples of this sort can readily be found, such as the 
production of coffee in Brazil and the production of wheat in the 
United States. But there may be a gain from international trade 
when commodity X is produced at higher cost in both countries 
than commodity Y, a state of affairs which we may refer to as Case 
II. This may be illustrated as in Table XXXII. 


TaBLeE XXXII. Tasie or ComPaRATIVE Costs: Case II } 
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With costs as indicated in Table XXXII, trade would spring up 
between England and France, X being exported from England to 
France and Y being exported from France to England. Since the 
reasoning follows the same lines as in Case I, we need not go into as. 
full detail here as before. Let us assume that as before trade grows, 
and exports from both countries continue until the prices of X and 
Y respectively are the same in England as in France, and equal cost 
of production in the exporting country, barring cost of transporta- 
tion. Would, then, both countries gain from the trade? 

Let us see. England would export to France one unit of X pro- 
duced at a cost of four days of labor, or $4, sell it there for $4, or 
cost of production, and buy with this $4 four units of Y, at $1 per 
unit, which, if produced at home, would have cost eight days of 
labor, or $8. This would represent a saving of four days of labor, 


1 The cost figures have been chosen to indicate that on the average labor is equally 
effective in the two countries. Thus, in England four days of labor plus two days 
of labor, or six days, produce one unit each of X and Y. In France five days of labor 
plus one day of labor, or six days, also produce one unit each of X and Y. 
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or $4. France would export to England four units of Y, produced 
at a cost of four days of labor, or $4, sell them in England at cost of 
production, or $4, and with this $4 buy in England one unit of X, 
which, if produced at home, would have cost five days of labor, 
or $5. This would represent a saving of one day of labor, or $1. 
France would gain less from such trade than England because it 
would be able to buy its imports at only one fifth less than it could 
produce them, whereas England would buy at half the home cost 
of production. But both countries would presumably gain. 

14. Trade when money wages are higher in one country than in 
another. The assumption in Case I and Case II has been that in 
both England and France money wages are the same, commodity 
prices on the same general level, and real wages therefore the same. 
This implies that in the two countries labor is equally effective on 
the average, although not equally effective in producing the same 
commodity in both countries, and it implies that workmen enjoy the 
same standard of living in both countries.1. Suppose, however, that 
in one country labor received higher money wages than in the other 
country, would both countries then benefit from the trade, or would 
the wages of the workmen in the high-wage country be reduced to 
the level of wages in the low-wage country, and would the standard 
of living of the workers in the high-wage country thus be reduced? 

We have here two distinct cases to consider. First, money wages 
may be higher in England than in France, not because of greater 
average effectiveness of labor in production, but because of a gen- 
erally higher level of prices resulting from the quantity of money 
and credit. Second, money wages may be higher in England be- 
cause of greater average effectiveness of labor, and not because of a 
higher level of prices. 

The first case can exist only when trade between the two coun- 
tries is not free. Assuming that money wages are higher in Eng- 
land than in France, although labor is not more effectively employed 
— that is, does not produce more units of output per day — then 
commodity prices must be higher in about the same proportion. 
For example, if two days of labor produce one ton of coal in both 
England and France, but wages are $2 a day in the first and $1 a 
day in the second, then cost of labor per ton of coal produced will be 


1 See footnote on p. 657. 
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$4 in England and $2 in France. Labor costs directly or indirectly 
constitute the major part of all costs, particularly for the marginal 
units produced ; therefore total costs, and consequently prices, would 
be about twice as high in England as in France. If we assume that 
each commodity in England requires the same quantity of labor as 
the same commodity requires in France, then prices in England 
would be uniformly higher than in France. All sorts of portable 
commodities would then be exported from France to England, and 
none from England to France. Gold exports would follow from 
England to France, with the familiar consequences of falling prices 
in England and rising prices in France. Eventually the same price 
level would be reached in both, and trade would stop. And with 
prices in general the price of labor, or money wages, would fall in 
England and rise in France. We may say that in this case money 
wages would have fallen in England, the high-wage country, but the 
standard of living would not have fallen, because the money wages, 
being reduced only in proportion to commodity prices, would buy 
as many commodities as before. Indeed one might reason that 
England, the high-wage country, gained by this process, having ex- 
ported money good for nothing except to inflate prices and having 
imported consumable goods. This possible gain would probably, 
however, have been offset by financial disturbances attending a gen- 
eral fall in prices. 

If instead of each commodity requiring about the same quantity 
of labor in England as in France to produce it, some commodities 
could be produced more cheaply in England than others, while in 
France the same comparative advantage did not exist, then we 
should have to modify the foregoing conclusion. Trade between the 
two would still tend to bring down the price level in England and 
raise it in France, but it would at the same time divert labor from 
the less productive to the more productive industries, so that total 
physical volume of output would rise in both countries. Wages in 
England would fall less than prices and wages in France would rise 
more than prices, both nations would gain, and the standard of liv- 
ing in England as well as in France would be raised. 

15. The high-wage as well as the low-wage country gains from 
trade. Turn now to the more common case — higher wages in one 
country than in the other resulting from greater effectiveness of 
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labor. Suppose that in England wages per day are twice as high 
as in France, because labor is generally more effectively em- 
ployed in England, and particularly because the least effective 
labor in England is more effective than the least effective labor in 
France, so that the marginal vendibility is higher. This may be the 
result of better natural resources, better management, more capital, 
or of a better class of workmen in England than in France, or of a 
combination of these factors. Can such differences in wages persist, 
or will they be wiped out by international trade? Let us illustrate 
this case by a modification of Table XX XII, showing wages higher 
in England than in France 


TABLE XX XIII. Tasie or Comparative Costs: Case III 
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Modifying the figures in Table XX XII to indicate wages twice as 
high and labor twice as effective in England, as before, we get the 
figures in Table XX XIII. In England every day of labor now re- 
presents $2 in costs instead of $1 as before, but cost in dollars 
of commodity X and Y is left as before because only half as much 
labor is required per unit. For France all figures are the same as 
before, each day of labor representing total costs of $1. It will be 
noted that comparative costs of X and Y are by this change not 
affected. In England Y still costs in days and dollars 50 per cent of 
X, and in France still 20 per cent of X. It must follow, therefore, 
for the same reasons given in connection with Case II, that trade 
will bring a gain for both countries. Assuming that exports of X 
from England cause the price of X in France to fall to cost pro- 
duction in England, or $4, and that exports of Y from France cause 
the price of Y in England to fall to $1, the cost of production in 
France: further trade will bring gains to both countries as follows: 
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One unit of X produced at a cost of two days of labor, or $4, in 
England is sold for $4in France. This $4 pays for four units of Y in 
France at $1 a unit, which, if produced in England,would cost four 
days of labor, or $8. England, the high-wage country, thus gets 
for two days of labor, or $4, what would cost it twice that many days ' 
of labor and twice that many dollars to produce herself. Similarly, 
France sells four units of Y produced at a cost of four days of 
labor, or $4, to the English for $4, the cost of production in France, 
and with this $4 buys one unit of X, which, if produced at home, 
would have cost five days of labor, or $5. Thus both gain. 

In Case III, English labor as compared with French labor is 
equally effective in producing commodity Y. It nevertheless pays 
England to import the commodity from France. Even if English 
labor produced Y more effectively than French labor produced Y, it 
would still pay England to import Y from France if English labor 
had a greater comparative advantage over French labor in produc- 
ing X than in producing Y. 

But will not the French with their low wages universally undersell 
the English and force English prices below the cost of production? 
No; they undersell the English only in those commodities which the 
English can produce at the least comparative advantage and which 
it pays them to buy from the French with the prices obtained for 
those things which the English produce at the greatest comparative 
advantage. In all cases the reasoning points to the conclusion that 
trade brings gains in the form of increased production, and that the 
gains are shared by the two countries, although not in equal pro- 
portion. 

16. Conclusion; foreign trade advantageous to both countries con- 
cerned. We have stated now in a general way the case in favor of 
free trade between nations. So long as costs in one country for the 
various commodities produced are not uniformly higher or lower 
than, or not the same as, costs in another country, the two may reap 
a gain by trading with each other. Both will tend to benefit, 
whether or not the general level of prices, or’ the general level of 
wages, or the standard of living of the working class is the same in 
the two countries, and the workers will presumably share in the gain 
through higher real wages, either through receiving higher money 
wages than before or through lower prices for commodities bought 
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with their money wages, or both. Therefore any obstruction to 
such trade is presumably detrimental to the welfare of both coun- 
tries, and those who favor such obstructions in the form of protective 
tariffs, or in any other form, should be called upon to show clearly 
some offsetting advantage that might accrue from such obstructions. 

17. Possible effects of trade on costs in the exporting country. 
Before turning to a consideration of some arguments in favor of 
trade obstructions, it seems desirable to consider certain points 
that may be raised in connection with the foregoing discussion. 
In addition to certain assumptions expressly made on page 653, we 
have made certain other assumptions as our discussion proceeded. 
We assumed that exports of commodities from the low-cost country 
expanded until prices in the importing country fell to the level of 
costs in the exporting country, and the low-cost imports drove all 
domestic producers of the product out of business. Neither of these 
results need necessarily follow, and in fact neither does usually fol- 
low. As trade develops and producers of commodity X find a mar- 
ket at higher prices in a foreign country than at home, their industry 
expands, and they may, in competition for men and materials to 
expand their business in order to reap tempting profits, bid up the 
prices of labor and other producers’ goods which they require, thus 
increasing their costs of production. If this happens, the price at 
which they will continue to sell in the foreign country will be higher 
than their old cost of production. This does not invalidate our con- 
clusions concerning the gains from international trade to the country 
as a whole, nor does it necessarily invalidate our conclusion that 
wage-earners share in this gain. If expansion in the exporting in- 
dustry is accompanied by rising money wages, at the same time 
that prices of various commodities imported are lower than they 
would be if they were still produced at home, workmen gain by 
both higher money wages and lower cost of living. It may be as- 
sumed, for reasons already given, that the rise in the prices of ex- 
ported commodities is about the same as the rise in wages, and that 
the real gain comes to the workmen in the greater quantity of im- 
ported articles the higher money wages will buy. If money wages 
rise in the exporting industry, they necessarily rise also in other in- 
dustries, for reasons already given — in brief, because all producers 
compete for the available labor supply. 
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There is, however, a possibility, apparently overlooked by pro- 
tective-tariff advocates, that diversion of labor from one industry 
to another may result in lower wages — both money and real — if 
the expanding industry operates under conditions of increasing cost 
because of the necessity of resort to worse natural resources, or be- 
cause of more intensive use of the natural resources already used. 
In this case labor may lose, although the country as a whole still 
gains from international trade. This point can be discussed more 
conveniently in the following chapter in connection with our dis- 
cussion of arguments for a protective tariff. 

18. A market may be shared by foreign and domestic producers. 
Imports of commodities at a lower price than the market price in 
the importing country will not necessarily totally destroy the home 
industry. Some parts of the domestic supply may be produced at a 
cost as low as, or lower than, costs in the foreign country from which 
the imports come. This part of the home supply will continue to be 
produced in the face of foreign competition. In manufacturing it 
may be only the least effective proprietors who will be driven out of 
business. 

In agriculture we have for most producers two kinds of costs — the 
costs of cultivation and marketing, and the cost of the land, or rent. 
Rent exists as a cost for any particular producer only because the 
market price is above his cost of cultivation and marketing, par- 
ticularly if he is a no-profits producer. If market price falls, he will 
continue to produce if it does not fall below cost of cultivation and 
marketing. All that need happen here of economic importance is 
that rent and the price of the better grades of land will fall. These 
better grades will continue to be cultivated, although the poor land 
will be abandoned when the market price falls below the cost of cul- 
tivation of the wheat, corn, or what not, produced on it. Thus, 
when American wheat undersold English wheat in the second half 
of the nineteenth century, when cheap transportation became avail- 
able, wheat production in England did not cease altogether. The 
lowest-cost bushels continued to be produced, because the cost of 
cultivation and marketing per bushel on the best English land was 
still below the import price. 

In such cases there is still a gain for both countries, but only part 
and not all of the labor devoted to the production of the commodity 

1 See Chapter XXXV, Section II. 
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being imported is diverted to a more productive industry. In 
England labor devoted to cultivation of the best land up to the 
point of diminishing returns is probably quite as effectively em- 
ployed as if it were turned to the production of exportable goods. 

19. Effect of an insistent demand for imported commodities. 
In the foregoing discussion it has not been shown according to what 
principles the gain arising from trade would be divided between the 
two nations trading. It is generally held that of two countries trad- 
ing, that one gains the most advantage whose commodities are in the 
most insistent demand by the other. It is somewhat like the case of 
one man swapping his pigs for another man’s lambs. If the one 
wanted more lambs than the other wanted pigs, he would perhaps 
not get an advantageous trade. But the matter is not so simple as 
that, involving, as it does, the quantity theory of money and prin- 
ciples of foreign exchange. 

To bring out the effect of differences in intensity of desire for the 
exports of the two countries concerned upon the division of the ad- 
vantage from their trade, let us assume two countries having about 
the same level of prices, and about the same level of money wages, or 
money incomes. Then let us assume that they begin to trade with 
each other. England, let us say, exports coal to France because it 
can produce coal more cheaply than France, and imports wheat 
from France because France can produce wheat more cheaply. But 
the demand for wheat in England is inelastic; a little additional 
wheat thrown on the market causes a sharp fall in price, and the 
price in England will soon fall to the level of cost in France, so that 
not a great quantity will be sold. But the demand for coal may be 
elastic. Manufacturing industries may be tempted to expand sub- 
stantially by using somewhat cheaper coal and people may be in- 
duced to burn more coal in their houses. Considerable quantities 
of coal could then be sold in France before price fell to cost of pro- 
duction in England. 

Small exports of wheat to England would not pay for the large 
exports of coal to France. Gold would flow from France to Eng- 
land to settle the balance of trade. This would lower the general 
level of prices in France, including the price and cost of wheat, and 
raise the general level of prices and costs in England, increasing the 
price and cost of coal. If France now got further imports of coal, 
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she would have to pay a higher price, and England might now get 
further imports of wheat at a lower price. If the unfavorable bal- 
ance of trade still continued because the French still bought more 
coal than the English bought wheat, prices and costs would fall 
further in France and rise further in England, until imports and ex- 
ports balanced, and gold ceased to flow. Thereafter coal would 
continue to be exported to France at a somewhat higher price and 
wheat would continue to be exported to England at a somewhat 
lower price than if the demand for coal had been no greater in 
France than the demand for wheat in England. 

Any change in economic conditions in the two countries which 
thereafter might increase the demand for English products in France 
relatively to the demand for French products in England would 
cause a further rise in English prices and a further fall in French 
prices, thus increasing further England’s share of the gain from their 
trade. 

It should be noted by all means that the imports of gold into Eng- 
land alone are of no particular benefit unless the English take ad- 
vantage of the relatively low prices in France to buy their wheat. 
In more general terms it may be said that when at any given time 
conditions of supply and demand, of cost and market price, are such 
in two countries that the total value of the exports of the first to the 
second exceeds the total value of imports of the first from the sec- 
ond, the first country tends to gain most from the trade between 
them. Under these circumstances gold flows into the country with 
the excess of exports and out of the other. Prices rise in the one and 
fall in the other, until their trade balances. Thereafter the first will 
sell its exports at higher prices and buy its imports at lower prices 
than if no imports of gold had occurred. This statement is not 
broad enough to cover all the facts since each country tends to trade 
not merely with one other country but with many others. Never- 
theless it brings out with sufficient clarity the principles involved. 

The reasoning of this section relating to the relative gain de- 
rived by two nations from trade between them is subject to the 
qualification “other things being equal.’”’ Conditions of compara- 
tive costs, such as discussed in Section 13 of this chapter and illus- 
trated in Table XX XII, may permit the one country to reap a 
greater gain than the other. 
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EXERCISES 


. If two countries both use the gold dollar as their standard of value and no 


barriers to trade exist between them, can prices of all commodities be 
higher in the one than in the other? Can prices of some commodities be 
higher in the first and prices of other commodities higher in the second? 
Why, or why not? 


. In the United States wheat is cheaper than in Germany, but pocket knives 


are dearer. Explain. 


. England and the United States trade extensively with each other. Why? 


Do both countries gain from this trade? Why, or why not? 


. With free trade between two countries, can wages in the one be main- 


tained at a higher level than in the other? Why, or why not? 


. It is held by economists that of two countries trading, that one gains most 


from the trade whose commodities are in the most insistent demand by 
the other. Explain. 
For references for this chapter see end of chapter XX XV. 


CHAPTER XXXV 
PROTECTION AND FREE TRADE 


1. Terms defined: free trade, import taxes or duties, protective 
tariff. By free trade is meant the absence of those restrictions on 
imports and exports which are designed primarily for the purpose of 
obstructing trade between nations. Under modern conditions such 
restrictions for the most part have taken the form of taxes levied on 
imports, for the purpose either of giving the domestic producer ex- 
clusive possession of the home market or of permitting him to charge 
a price higher than the cost of production in the exporting country 
plus costs of transportation. A tax on any particular import is 
called an “import tax” or “import duty.’”’ When a country levies 
such duties on a considerable variety of imports in order to protect 
its producers from foreign competition, it is said to have a ‘‘ protec- 
tive tariff.” Import taxes or duties may be levied for purposes 
other than protection to home industries, the most important of 
these purposes being to raise revenue for the Government. 

2. Import duties involve cost; a counteracting gain must be 
shown to justify them. Whatever the purpose of import duties 
may be, they tend to restrict the free flow of goods from one coun- 
try to another and deprive both the importing and the exporting 
countries of all or part of the advantage they might otherwise gain 
from international trade. As shown in the preceding chapter, when 
trade is free each country exports those commodities in the produc- 
tion of which it has a comparative advantage and imports those in 
the production of which it has a comparative disadvantage. In the 
case of the former, the domestic price will be lower than the price in 
the foreign country; with the latter, the domestic price will be higher 
than in the foreign country. Thus comparative market prices in 
the two countries concerned control the direction of imports and ex- 
ports to the best advantage of both countries. Since an import duty 
is usually added in whole or in part to the cost of production in the 
foreign country plus the cost of transportation to the importing coun- 
try, to give the price at which the commodity may be sold to buyers 
in the importing country, it may, by thus increasing the price of the 
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imported article, diminish or destroy the demand for it, and thus 
diminish or destroy the trade of advantage to both countries. Here, 
then, is a fundamental argument based on fundamental principles 
opposed to all restrictions on international trade. Whoever would 
impose such restrictions for any purpose whatsoever should be 
called upon to show conclusively that by so doing he will gain a 
counteracting advantage which will offset or more than offset the 
loss that his restrictive policy involves. 

Arguments in favor of taxing imports are not lacking in quan- 
tity, whatever one may think of their quality. The reasons given 
for taxing imports include the following, most of which, but not all, 
are protective-tariff arguments: 


(1) To diversify industry and to make a nation more self-sufficing. In 
particular, to stimulate manufacturing industries in new countries, 
agricultural industries in thickly populated industrial countries, and 
war-material-producing industries in all countries. 

(2) To raise wages by keeping out imported goods produced by cheap 
labor. 

(3) To raise wages by increasing the demand for labor relatively to the 
demand for other factors of production. 

(4) To afford additional employment for labor by protecting new 
industries. 

(5) To protect infant industries temporarily. 

(6) To maintain high wages and prosperity. 

(7) To provide a home market for farm products by protecting and de- 
veloping manufacturing industries. 

(8) To bring money into the country by restricting imports. 

(9) To gain a greater advantage from foreign trade by raising the domestic 
price level above the price level in foreign countries. 

(10) To prevent foreign producers from dumping their surplus products on 
our market at less than cost to ruin our producers. 

(11) To retaliate against other countries which tax our exports. 

(12) To afford a basis for bargaining with other countries for reciprocal 
reduction of import duties. 

(13) To raise revenue for the support of the Government. 


Of this array of arguments, some are old and some are new; some 
are simple and some are complicated; some are used only by schol- 
ars and some only by politicians; some are good and some are bad. 
Some mutually support, and others mutually contradict, one an- 
other. Let us consider them one by one. 

3. Comparative costs in the United States and England in the 
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time of Hamilton. In relatively sparsely populated countries with 
rich natural resources, such as the United States at the time when 
Alexander Hamilton was Secretary of the Treasury, there is so 
much good land that, to supply the people with most or all of the 
agricultural products they need from their own land, the poor land 
need not be used at all and the good land need not be cultivated far, 
if at all, beyond the point of diminishing returns. The cost of pro- 
ducing the bushels of wheat or corn or pounds of meat or tobacco 
under the least advantageous conditions under which cultivation of 
the soil is carried on is relatively small. Per day of labor and unit 
of man-made goods applied to agricultural pursuits, the output is 
relatively large. Under such conditions the farmer using hired labor 
can either pay high wages or produce at low money cost per unit. 

But in a relatively thickly populated country with a limited 
amount of good land, such as England was even at that early time, 
to supply the people with most or all of the agricultural products 
they require from their own land requires that even the poor land be 
used and the good land cultivated far beyond the point of diminish- 
ingreturns. The cost of producing the bushels of wheat or pounds 
of meat under the least advantageous conditions under which culti- 
vation is carried on is relatively great. Per day of labor and unit of 
man-made goods applied to agricultural pursuits, the output is 
relatively small. Under such circumstances, the farmer using hired 
labor must either pay low money wages or produce at high money 
cost per unit. 

Per day of labor the American farmer could produce much more 
wheat or meat or other farm products than the English farmer, par- 
ticularly the English farmer employing labor on the poorest land in 
cultivation or the additional labor to produce a few additional 
bushels or pounds by cultivating the better land far beyond the 
point of diminishing returns. 

In many manufacturing industries, however, the American pro- 
ducer did not have such an advantage. In many cases his labor 
was not only not more effectively employed than the English manu- 
facturer’s labor, but was less effectively employed. Now, according 
to the principles laid down in the preceding chapter, when one 
country can produce some articles more effectively than another 
country, but does not have the same comparative advantage in pro- 
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ducing other articles, it will pay it to specialize in producing those 
articles in which it has the greatest comparative advantage. With 
free trade between the two countries wages in the less effective in- 
dustries will tend to be depressed and in the more effective indus- 
tries will tend to rise, and labor and capital will flow from the rela- 
tively less effective into the relatively more effective industry. 

4. The United States had a comparative advantage in producing 
agricultural products. Quite naturally, then, agriculture flourished 
in the United States, and we exported wheat, tobacco, meat, cot- 
ton, and other farm products to England and other comparatively 
thickly populated countries. Quite naturally, too, we found that 
they could undersell our own manufacturers in the case of such com- 
modities as woolen and cotton cloth, cutlery, and other small goods, 
easily transported across the sea, in the production of which their 
labor was as effective as, or more effective than, our own. They 
undersold our home producers, not merely because these had to pay 
higher wages, but because the high wages were not accompanied by 
a corresponding greater effectivenessin production. Ouragricultur- 
ists also paid higher wages than English agriculturists, but they were 
not undersold by the low-wage English producers, because the Am- 
erican labor turned out more units of product per day of labor. It 
was the relatively great output per day of labor that led our agri- 
culturists, in competing for the available labor supply, to bid up 
wages above the level of agricultural wages and wages in general in 
the thickly populated European countries, and above the level that 
many would-be American manufacturers could afford to pay and 
compete successfully in the sale of the product with the low-cost 
labor in Europe. 

Incidentally, it should be noted that the typical free American 
agricultural worker in the early days was not a hired laborer, but an 
independent farmer. This, however, does not affect the argument. 
As an independent cultivator of the soil he could earn more by his 
great output of products than manufacturers could pay him and 
compete with European producers. We are still concerned with 
relatively effective labor in agriculture and relatively ineffective 
labor in manufacture. The difficulty of the American manufac- 
turer was increased by the fact that he possibly had to offer wages 
higher in some cases than the independent farmer could earn work- 
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ing for himself, because the farmer preferred being his own boss to 
being bossed by another, at the same price, and because as an inde- 
pendent farmer he could hope to reap a gain from the increasing 
value of his land. 

5. Hamilton’s report on Manufactures; Protective Tariff Policy 
advocated. Such having been the situation in the United States as 
compared with England and other European countries early in our 
national history, it was to be expected that those persons who, either 
for selfish reasons or in the interest of the general welfare desired 
to encourage expansion of manufacturing industries in the United 
States, would urge that taxes be levied on imports of manufactured 
goods. Among those who did desire the development of manufac- 
turing by such means in the interest of the public welfare was Alex- 
ander Hamilton. In his famous Report on Manufactures, in 1791, 
in which he urged a protective-tariff policy, he stated that oppo- 
nents of a protective tariff pointed out three reasons for doubting 
the practicability of success in manufacturing, namely, scarcity of 
hands, dearness of labor, and want of capital; and he admitted that 
hands were scarce and labor dear. He also pointed out that success 
was hampered in some cases by lack of skilled hands. But he did 
not doubt that manufactures could succeed, and pointed out that 
' there were already large varieties of manufactured goods produced 
in the United States, including bar and sheet iron and many other 
iron products, ships, cabinet wares, sailcloth, twine, bricks, liquors, 
paper of various kinds, hats, sugar, copper and tinware, carriages of 
all kinds, starch, lampblack, and gunpowder. 

6. Early arguments in favor of protection; diversification of in- 
dustry argument. Among the early arguments in support of pro- 
tective-tariff duties were the diversification of industry argument, 
the higher wages argument, and the additional employment for 
labor argument, and somewhat later the infant industry argument. 
These were the arguments that fitted the conditions of the times. 

The diversification of industry argument may take various forms 
and is closely related to various other arguments. It is held that it 
is undesirable from a social point of view for a country to become too 
highly specialized, either in the direction of agricultural pursuits or 
in the direction of manufacturing pursuits. It is better to have a 
great diversification of industries which will afford ample scope for 
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the development of all the talents of the people. An agricultural 
country may be a country of yokels, crude and uncultured. Fur- 
thermore, it is in constant danger of having its supply of necessary 
manufactured imports cut off by wars among the countries upon 
which it depends for supplies or by itself becoming involved in war 
with those countries. Even worse, if it has depended upon some 
particular country for its military supplies and cannot produce such 
supplies itself, and then becomes involved in war with that country, 
it is helpless. On the other hand, the highly industrialized country 
may fall into a worse plight. Dependent for food supplies for its 
dense population upon imports from other countries, it is in con- 
stant danger of ruin. This may come about suddenly by a marine 
blockade, resulting in actual wholesale starvation, as might have 
happened in the case of England had the German submarine cam- 
paign been just a bit more effective, and as actually happened to 
some extent in the case of Germany during the war and during the 
time of the Peace Conference before the Allied blockade was lifted. 
It may come about more gradually when the countries which have 
been the source of cheap food supplies themselves become thickly 
populated and produce no more food for export to the older coun- 
tries, a process that seems to be taking place even now in the case of 
the United States, which once exported a large percentage of its food j 
products, but whose food exports are growing smaller and may 
eventually cease. 

The diversification of industry argument is closely related to the 
additional employment for labor argument, and the home market 
argument, but this phase of it can be treated more conveniently 
when we take up those arguments. Here let us consider merely the 
validity of the argument as just stated as applied to early conditions 
in the United States. Here we have two things to consider: first, Is 
diversification of industries desirable? and, second, Is protection 
to manufactures necessary to achieve diversification under such cir- 
cumstances? 

7. Diversification is desirable, but self-sufficiency is impossible. 
Undoubtedly some diversification of industry is desirable. Farming 
communities with their scattered population are less likely to be 
centers of refinement and culture than thickly populated industrial 
centers, although as an offset it should be added that they are also 
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less likely to be centers of vice and crime and unwholesome slum con- 
ditions. Undoubtedly, too, there is danger in being dependent upon 
foreign countries for necessary supplies either in war or in peace. 
But there are limits to all things. Absolute self-sufficiency is not 
only not desirable, but it is impossible. For climatic reasons some 
countries can produce some things more effectively than others and 
some things which others may not be able to produce at all. The 
people of various countries also have characteristic traits which fit 
them better for some pursuits than for others, traits that appar- 
ently have nothing to do with skill gained by experience which might 
be developed by protective tariffs within any country. Some trade 
among nations will always be of advantage as one form of the di- 
vision of labor. Even a country with as great and varied natural 
resources as the United States cannot produce everything required 
for the greatest possible welfare of its people; much less can smaller 
countries such as England, Italy, or Belgium. To some extent all 
must be dependent upon others, even for military supplies, since 
under conditions of modern warfare practically all commodities 
become directly or indirectly military supplies. The ideal should be 
abolition of war, not military security through self-sufficiency. The 
first is at least as easily attainable as the second, and far more de- 
sirable. 

Granting that diversification in some degree short of self-suffi- 
ciency and economic isolation is desirable, is it to be achieved only 
by a protective tariff on manufactures in a country with rich nat- 
ural resources and relatively sparse population such as was the 
United States in early years, and as it still is? The answer is no. 
Alexander Hamilton himself, one of the most able advocates of pro- 
tection, used as an argument favoring the success of his policy of 
protection the wide diversity of manufactures that had already de- 
veloped before 1791. Without a protective tariff we should have 
developed in the United States a rich diversity of industries. 

8. Diversification not dependent on a protective tariff. In addi- 
tion to the agricultural industries, such as the wheat, corn, cotton, 
cattle, and hog industries, we should have developed a great variety 
of manufacturing industries. These would have included indus- 
tries in which our labor is effectively employed because of rich 
natural resources giving us relatively cheap raw materials, particu- 


674 PROTECTION AND FREE TRADE 


larly when these raw materials are bulky in nature and hard to 
transport to distant manufacturing plants; industries whose product 
is bulky and transportable only at high cost relatively to cost of 
manufacture; industries whose product is highly perishable, and 
therefore not transportable to distant places; industries devoted to 
products made particularly to suit the needs of our people by pro- 
ducers within our country understanding those needs, and not pro- 
duced elsewhere. Here we have a rich diversity in itself for a coun- 
try such as the United States. Under these various heads would 
come the manufacture of iron and steel products of the more bulky 
or simple sorts: other metallic products of copper, lead, and zinc; a 
great variety of wood manufactures, from ships and wagons to fur- 
niture and clothespins; petroleum products of various kinds, includ- 
ing lubricating oil, kerosene, and gasoline; brick, tile, and pottery 
products; packing-house products of all kinds; flour and other man- 
ufactures from grain, including whiskey and beer; dairy products, 
including butter, cheese, and condensed milk; candy and bakery 
products of all kinds; and, as the phrase goes, other articles too nu- 
meroustomention. Here,one might think, is diversification enough 
to afford ample scope for the application of every talent of a people. 
But the protective tariff advocates, like Oliver Twist, wanted more. 
They wanted also woolen and cotton cloth and silk manufactures, 
small hardware and cutlery, and other things of that sort, of great 
value in small bulk, in which direct labor cost is a large part of 
total cost, and in the production of which possession of rich natural 
resources is of no great advantage and cheap labor is. They 
wanted to produce, in short, those things in the United States in 
the production of which our country was at a comparative disad- 
vantage and therefore had higher money costs of production than 
European countries. 

9. Non-transportable goods and personal service not subject to 
foreign competition. In connection with diversification of industry 
it should be noted that every country must produce a great variety 
of non-transportable goods — goods which must be produced in the 
country that uses them and which cannot be imported regardless of 
lower money costs in other countries. The extremely important 
construction, transportation, and public utility industries fall in this 
group. We cannot import from foreign countries our railroads, 
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our gas, electric light and power, and water plants, and our houses, 
stores, and factory buildings. We may import some of the materi- 
als used in constructing them, but the actual labor of construction 
and operation must be performed here, and in these industries we 
employ in the United States several million men. 

All kinds of personal and professional service we must generally 
buy at home, although it might be bought cheaper in foreign coun- 
tries. Manifestly, our barbers, doctors, lawyers, and beauty spe- 
cialists do not require a protective tariff to afford them scope for their 
varied talents, nor to prevent an influx of low-cost foreign haircuts, 
operations, legal arguments, or permanent waves. Here, too, may 
be named the bankers, brokers, insurance agents, and other persons 
connected with financial institutions. 

That greater diversification than we should naturally have had 
without protection was necessary for our welfare is extremely doubt- 
ful. The diversification argument is therefore of doubtful validity 
as applied to economic conditions in the United States either now or 
at any time in the past. 

to. Fallacy of the ordinary argument that the tariff raises wages. 
The manufacturing industries which needed protection in the 
United States were those having a comparative disadvantage. 
They could not meet the competition of the low-cost imported 
goods and at the same time pay the current rate of wages in the 
United States — the wages paid by the dominating export indus- 
tries in which labor was more effectively employed. The protective 
tariff, by increasing the price of the imported article, or by exclud- 
ing the article, permitted these industries to sell at a higher price 
and thereby permitted them to pay higher wages. It thus per- 
mitted them to retain for themselves or to divert to themselves 
labor which otherwise would have been employed either in the ex- 
porting industries or in industries not suffering from competition 
with low-cost imports, by paying wages as high as these other in- 
dustries. To the shallow thinker this may have seemed to indicate 
that a protective tariff raised the level of wages. But on the basis 
of the facts here presented it may be said to have lowered wages. 
It raised the level of money wages in the ineffective industry to the 
level already paid in the effective industries, but no higher. The 
workers employed in the protected industries, if not diverted by the 
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operation of the tariff, would have been employed at equally high 
money wages in other industries. On the whole, then, money wages 
were not raised. But the tariff increased the cost of living to the 
workmen and other consumers by raising the prices of the protected 
products above their former level. The real wages — the purchas- 
ing power of the money wages — of the American workmen were 
therefore diminished and not increased. 

11. A sounder but more complicated argument based on marginal 
vendibility of labor. In the preceding chapter, we pointed out a 
possibility that under certain conditions free trade might depress 
wages in a country, or, which comes to the same thing, a protective 
tariff might raise wages. These conditions exist when the country 
concerned has great natural resources relatively to population, and 
when the countries with which it trades have great populations 
relatively to natural resources. In a general way we may say that, 
other things being equal, production of commodities per capita will 
be greatest in that country which has the greatest amount of natural 
resources per capita, because in that country the use of these na- 
tural resources need not be carried so far beyond the point of dimin- 
ishing returns as in others. In a general way we may say also that 
the proportion of the total output of industry that goes to labor will 
be larger in the country of great natural resources than in the coun- 
try of small natural resources, assuming other things, such as the 
amount of capital and managing ability per capita, to be the same 
in the two countries compared, because the marginal productivity 
and the marginal vendibility of labor will be greater and the rents 
received by the landlords will be smaller in the country which does 
not carry cultivation beyond the point of diminishing returns or 
which carries cultivation least beyond the point of diminishing re- 
turns. or two reasons, then, real wages may be expected to be 
higher in the country with the greatest amount of natural resources 
per capita. 

But two countries that have no trade barriers between them and 
have cheap transportation facilities tend to become an economic 
unit regardless of their political separation. In effect their resources 
in men, capital, management, and land are pooled. If one country 
has three times as much land per capita as the other, this fact will 
not cause its land to be less intensively cultivated, but will merely 
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cause a larger proportion of its people to be drawn into employment 
on the land, until the land in both countries is cultivated with equal 
intensity — in the one perhaps three fourths of the workers will be 
employed on the land and in the other only one fourth. Rents 
will tend to rise to equal heights and marginal productivity of labor 
and wages to become equalized in both countries. When the two 
countries do thus in effect become an economic unit, wages will be 
lower in the country of relatively rich natural resources than if the 
two countries had not been fused industrially, since the amount of 
natural resources per capita in the two combined is less than in the 
one set off by itself. Concretely, if in the one population is 50 per 
square mile of good natural resources, and in the other 150 per square 
mile, both having the same area of natural resources, any economist 
would say offhand that wages would be higher in the first than in the 
second. But merge the two, and let them become one with a pop- 
ulation of 100 per square’mile of good natural resources. Wages 
would then be lower in the merged unit than in the original sep- 
arate country with a population of 50 per square mile, because labor 
would have become relatively more abundant than before compared 
with natural resources. 

It is obvious that the high wages in the thinly populated country 
would be lowered by heavy immigration from the thickly populated 
country. But essentially the same result may follow if the manufac- 
tured products of the labor in the thickly populated country are 
exported to the other country and sold there below the cost of manu- 
factures in the high-wage country. In effect this increases the 
supply of labor marketed in that country just as truly as if the labor 
itself had been imported and used in the importing country. The 
familiar diversion of labor from manufacture to agriculture in the 
country of rich natural resources, follows, which is held to be desir- 
able by free traders because it represents a diversion from less pro- 
ductive to more productive industries. But this diversion increases 
necessarily the intensity of cultivation of agricultural land, and 
lowers marginal productivity of labor, and presumably wages. 
Labor loses. Landlords gain in higher rents. In the thickly popu- 
lated country with which it trades the opposite is true. Marginal 
productivity of labor is increased. Wages rise. Rents fall. 

If economic fusion, then, tends to lower the wages of the country 
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with great natural resources, a protective tariff that prevents such 
fusion tends to maintain the wages in that country at a higher level 
by drawing part of the working population into manufacturing in- 
dustries where they may be employed, not subject to the law of di- 
minishing returns, but rather subject to the law of increasing returns, 
and by preventing the cultivation of the soil from being carried so 
far beyond the point of diminishing returns as it might otherwise be. 
To achieve this purpose, however, the protective tariff would need 
to be accompanied by severe restrictions on immigration. It is 
futile to protect the native worker from competition with the im- 
ported product of foreign labor unless we protect him at the same 
time from competition with the product of imported foreign labor. 
This in no way invalidates the conclusion reached in the preceding 
chapter that international trade results in a net gain to both coun- 
tries concerned, but it indicates that the country with scant natural 
resources has the most to gain, and it indicates at least the possi- 
' bility of maintaining higher wages by means of a protective tariff in 
countries blessed with natural resources larger per capita than those 
of other countries. Usually it is maintained that a country with 
greater natural resources than others is bound to have higher wages 
in any event, other things being equal, and usually it does have, but 
with free trade and cheap transportation it would not necessarily 
have higher wages than the countries with which it traded. This 
form of the higher wages argument has been neglected by protec- 
tionists because it is not easily grasped by economic illiterates.! 
12. Fallacy of additional employment for labor argument. The 
argument that a protective tariff on manufactures affords additional 
employment for labor in a country is based on the assumption that 
workmen are superabundant and unemployed. But this argument 
runs contrary to the argument that the protected industry must be 
protected in order to pay higher wages. Workmen who are unem- 
ployed need not be paid high wages, as a rule, to be induced to labor. 
It is only men who already have good jobs who can be induced to 
work in factories only by offers of high wages. It was a common 
complaint in the early history of the United States that hands were 
scarce. A variation of this argument was that the development 


1 Vor a somewhat similar argument the reader may see Carver’s Prineiples of 
National Economy, Chapter XXXII. 
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of manufactures would afford employment for women and children. 
But women and children, like men, were already largely employed, 
and even had they not been, it is doubtful that a tariff would have 
been required to draw them into factories. In fact, unemployment 
always exists in all countries, and is the result of other causes than 
the lack of a few industries that might be added to the national 
roster by means of a protective tariff. About all that can be said 
for a tariff in this connection is that it affords more employment for 
labor in the less effective industries and less employment in the more 
effective industries. The number of employed remains about the 
same — and includes all those able and willing to work, except a 
certain proportion who fall out of employment temporarily from 
time to time through fluctuations in the demand and supply of labor 
and commodities. 

13. Weakness of the home market argument. The home market 
argument was developed to gain the support of the farmers for the 
protectionist policy. It is plain that a farmer did not need to be 
very keen-minded to observe that a tariff on manufactures which 
raised the price of the commodities he consumed and made it more 
difficult for him to retain any hired hands did not obviously benefit 
him. But if any doubted the advantage of protection they were as- 
sured that the growth of manufactures in the United States gave 
them a home market for their products. There was enough truth 
in this argument to make it seem quite plausible. In the first place, 
not only hired hands were drawn into factory employment, but 
some independent farmers found it more desirable to live in town and 
work in factories than to continue farming. Thus the total output 
of farm products in the country was somewhat diminished, and those 
who continued to farm not only had less competition in the sale of 
their products, but did indeed find a home market for larger quan- 
tities than they might have found without the tariff. 

Less obvious were the results overseas. English producers and 
other European producers finding the market for their products 
cut down in this country could buy less from us. Furthermore, 
some workmen who would otherwise have been employed in fac- 
tories in other lands were diverted to agricultural pursuits and there- 
by helped to increase agricultural production abroad. Incidentally, 
we may remark that this diversion was partly the result of our 
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tariff’s limiting their market for manufactured goods and partly the 
result of their tariffs’ protecting their agricultural industries from 
our low-cost products. To offset the larger home market there was 
consequently a smaller foreign market. And for the chief money 
crops of the American farmer the total world demand, and not 
‘merely the home demand, determines the market price. 

It was argued that the home market is a safer market because it 
cannot be suddenly destroyed by war or by tariff legislation in for- 
eign countries, and there is some truth in this contention. But it is 
also true that a narrow market is less stable than a wide market. 
Moreover, that tariff legislation in foreign countries is bad is not a 
good argument in favor of a protective tariff in general. With a 
market for farm products limited to one country an unusually heavy 
crop due to a favorable season may easily glut the market and force 
prices ruinously low. But with a world market available a glutted 
market is unlikely, because a superabundant harvest in one country 
is usually offset in large part by a scarcity in some other country, so 
the world supply and the world price remain comparatively stable. 
It is true that we may have a protective tariff to foster a home 
market and still sell our surplus abroad, and so we have done. But 
protective tariffs in one country breed protective tariffs in others, 
and closing our markets to foreign goods tends automatically to 
close other markets to our goods. It should be noted here, too, that 
the argument in Section 11 leads to the conclusion that free trade 
is beneficial to the landowner in a country of rich agricultural re- 
sources because it tends to encourage cultivation of the soil and to 
bring higher rents. 

14. Infant industry argument easily overrated. The infant in- 
dustry argument is a better argument than any presented up to this 
point in this discussion except the complicated one advanced in 
Section 11. This argument holds that manufactures need protec- 
tion in a new country, such as the United States, from competition 
with the manufactures of older countries such as England, not be- 
cause of any inherent characteristics of the former, but because 
the industries in the old countries have the advantage of an early 
start. They have experienced managers, skilled workers, good ma- 
chines, and all the advantages in selling of a going concern. In 
the new country these things are lacking, but in time they may be 
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developed. All that is necessary is a temporary period of protection 
— perhaps twenty or thirty years of protective tariff duties. Kept 
alive thus by artificial aid during the weakness of their infancy, the 
young industries will wax big and strong. Their managers will be- 
come experienced, their workers skillful, their machines good, and 
they will have all the advantages of a going concern. They will be 
able to stand on their own feet and compete with foreigners through- 
out the world. There is truth in this argument, and some of our 
manufacturing industries, requiring protection at first, have grown 
strong enough to compete on even terms with industries in older 
countries. But too much may easily be claimed for the argument. 
Not every manufacturing industry in the United States required 
protection at the beginning, and not every one that did require it, 
and has apparently grown big and strong, would, if put to the test, 
now be able to stand on its own feet and survive without protection. 
Many of our protected industries which one might think ought now 
to be mature, being more than one hundred years old, are nothing 
but big babies, clinging desperately to the skirts of their protective 
tariff mother, and wailing at the very thought of walking out in the 
big world alone. 

15. The anti-dumping argument limited in its application. Some- 
times manufacturers in one country, who are producing more than 
their domestic market will absorb at the price they ask, sell their 
surplus output in some foreign country at less than cost of produc- 
tion and at less than the price received at home. This process is 
called ‘‘dumping.’’ It may have no other purpose than to dispose of 
the surplus abroad in order to maintain the existing price at home. 
But it may also be practiced in order to ruin competitors in the for- 
eign countries. It can be practiced to good advantage only when 
the producers have a domestic monopoly and are protected by a 
tariff which prevents the exported commodity from being sent back 
to undersell them in their home market. If a German monopolist, 
for instance, could, by withholding ten per cent of his output from 
the German market, obtain a price twenty per cent higher than 
otherwise, he could afford to give the ten per cent away in a foreign 
country rather than throw it on his own market, and if he could get 
as much as fifty per cent of the domestic price for it, he would be 
considerably ahead. And it might pay him to produce this extra 
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ten per cent even at that price, when he takes into consideration the 
matter of indirect costs, which do not vary whether he runs his 
plant at capacity or not. Unless the producer has a monopoly it 
will do him little good to withhold part of his output from the do- 
mestic market, since, if he does so, his competitors will be able to 
increase their sales at his expense. Unless he has a tariff to protect 
him, his product may be reimported if he sellsit abroad at a price far 
enough below the domestic price to cover costs of transportation. 

If the dumping were persistent and steady, it would be to the ad- 
vantage of the country in which it was done, since the people would 
then be getting a commodity at less than cost. It would be just as 
foolish for us to object to such dumping as to complain at having 
sunshine and rain dumped on our country to the detriment of our 
electric light and coal industry and the farmers of the irrigated dis- 
tricts. But when the dumping is intermittent, it may demoralize 
and ruin our industries, whether or not that be the purpose of the 
dumper. Against such dumping a protective tariff seems justifi- 
able. Dumping of that sort may represent price discrimination 
and unfair competition and may be designed to ruin a competitor 
by underselling him until he fails, and thereafter to take advantage 
of the situation to raise prices to a monopolistic level. American 
producers who attempt such tactics to ruin their American com- 
petitors are punishable under the Sherman Anti-Trust Act and the 
Clayton Act, as described in an earlier chapter. We cannot hale 
into our courts manufacturers of foreign countries, but in retaliation 
for their discriminatory practices we may subject them to discrim- 
inating import duties. 

16. Import taxes as instruments of retaliation and bases for ne- 
gotiations. Import taxes have often been advocated as justifiable 
and desirable instruments of retaliation. If other people tax our 
exports, then we will tax theirs. Thus, by giving tit for tat, we 
may discourage other commercial countries desirous of an expanding 
foreign trade from levying duties on our goods. Furthermore, if 
we do impose such taxes, then we have a strategic position from 
which to negotiate with other countries for reciprocity — for re- 
ciprocal reduction in import taxes. A free-trade country has no- 
thing with which to bargain when it seeks more favorable trade 
relations with other countries. Germany may agree to let our 
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automobiles in free of duty provided we let her chemicals in free of 
duty. But if some other country, England, for example, already lets 
German chemicals in free, then she has nothing to offer Germany in 
return for a concession. Doubtless something can be said in favor 
of tariffs from this point of view. But the argument cuts both ways. 
It is one of the weaknesses of a protective tariff that it does breed 
retaliation. And if one country imposes a tariff as a basis for nego- 
tiation, there is nothing to prevent the other from imposing a 
higher one as its basis for negotiation. 

17. The favorable balance of trade argument. A common argu- 
ment, very old, but ever young, is that import duties are a good 
thing because they restrict imports and thus help to bring about a 
favorable balance of trade leading to imports of gold. In short, 
they bring money into the country. That import taxes tend to 
bring money into the country is true enough. They tend, by raising 
prices of the imported goods by the amount of the duty, to dimin- 
ish the demand for them, and this does bring a favorable balance of 
trade and possibly gold imports. But those gold imports are a 
doubtful blessing. Only under certain circumstances are they de- 
sirable. 

If a country for some reason has an insufficient supply of gold to 
maintain a sound basis for its monetary system, it may be desirable 
to encourage gold imports by this method. This may have been the 
case in the early history of England and some other countries, and 
it may be the case when a country has resorted to the issue of paper 
money and has thus expelled its gold and has otherwise demoralized 
its industrial organization. In that case an artificial restriction of 
imports may speedily bring in enough gold to permit resumption of 
the gold standard. But these are exceptional cases. Once the 
country has enough gold to maintain the gold standard and has its 
prices quoted in gold, there is little reason to resort to further re- 
striction of imports to maintain the gold supply. If its prices are 
below the world level, the gold imports will take care of themselves. 
If its prices on a gold basis are above the world level, it already has 
more than enough gold for its needs. 

18. A possible gain pointed out by Professor Taussig. As Pro- 
fessor Taussig points out, there is one way in which, at least theoret- 
ically, a country can gain by taxing imports and thus bringing about 
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imports of gold. The reasoning is the same as that employed ta 
show why that nation gains most from international trade for whose 
exports there is the most insistent demand in other countries. The 
import taxes diminish the demand for imports by raising the price of 
the imported articles, and, as already pointed out, thus tend to un- 
settle the established balance of trade and bring about gold im- 
ports. The gold imports raise the price level in the gold-importing 
country and lower the price level in the gold-exporting country. 
Eventually the higher prices here and the lower prices there bring 
about a new equilibrium of imports and exports. But thereafter 
the country that imported the gold will sell its exports on the basis 
of the higher price level and cost level that prevail in it, and will 
buy its imports on the basis of the lower price level and cost level 
that prevail in the other countries. It should be noted that the 
gain here consists not in the gold imports but in the advantageous 
conditions of purchase and sale that result from the gold imports. 
Furthermore, the gain thus realized is not net gain. There are two 
offsets. First, the country must export some consumable goods for 
the gold, which is useless except for the purpose of raising prices. 
Second, some labor and capital are diverted into the less productive 
industries. Moreover, other countries may retaliate by levying im- 
port taxes on this country’s exports. If so, the gain may be entirely 
wiped out, and then both countries will suffer the net loss that comes 
from diverting labor from the relatively more productive into the 
relatively less productive industries. 

19. A tariff for revenue only. Import taxes may be imposed pri- 
marily for revenue rather than for protection to home industries. 
But a tariff for revenue only may have exactly the same effect as a 
tariff for protection only, unless discrimination is used in choosing 
the imports to be taxed, and in fixing the rate. A tax on coffee 
imported into the United States would afford revenue only, and not 
incidentally protection, because coffee is not produced in the United 
States, and probably would not be produced even if we taxed the im- 
ported coffee at a very high rate. But a tax on sugar does encour- 
age the production of both cane and beet sugar. A light import tax 
on tea would bring revenue only, and not protection, because there 
would be no industry to be protected. Buta very heavy tax on tea, 
although ostensibly levied for revenue only, might so discourage im- 
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portation as to bring in very little revenue and encourage a tea- 
growing industry to develop under its protection. 

On the other hand, a tariff designed for protection may yield 
more revenue than protection if it is very low, as a ten per cent 
duty on woolen cloth; woolen cloth being produced at so much lower 
cost in England than in the United States that imports would be 
but little diminished by a ten per cent tax. 

Import taxes can be levied to yield revenue only and not inciden- 
tally protection as well, if they are levied on imports of commodities 
that will not be produced within the country after the tax is im- 
posed. They can also be made to yield revenue only, even if the 
commodities are produced within the country, if a production tax is 
levied just equal to the import tax. Before the World War, England 
had had for many years import taxes levied on these two prin- 
ciples. 

Import taxes can be made to yield both revenue and protection 
by being made moderately high, so that the home producer is en- 
abled to sell his product at a higher price than before, but not so 
high as to exclude imports altogether. Obviously, if the tax is pro- 
hibitively high and no imports enter, there is no tax paid and no 
revenue yielded. Many of our import duties are levied on this prin- 
ciple of protecting but not excluding, and there is a tariff policy 
advocated by some which would “equalize cost of production at 
home and abroad”’ by fixing the import tax just so high that 
the foreign producers’ costs of production and transportation to 
this country plus the tax would just equal our domestic produ- 
cers’ cost of production. This may seem quite simple and desirable 
as a method of protecting home producers from ruinous foreign 
competition, while at the same time giving the American consumer 
protection from the extortionately high domestic prices that might 
result from absolute exclusion of foreign products and from combi- 
nations in restraint of competition by domestic producers. But 
when one stops to consider that costs may vary widely both among 
domestic producers and among foreign producers, the import tax 
that will equalize cost of foreign and domestic producers becomes a 
rather uncertain factor. Shall the duty be measured by the dif- 
ference between the cost of the lowest-cost foreign producer and of 
the highest-cost domestic producer, or between the cost of the high- 
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est-cost foreign producer and of the lowest-cost domestic producer, 
or by some other difference in cost? If we can decide what differ- 
ence to select as the basis of the tax to be imposed, how shall we 
find what the various costs are? Foreign producers have shown a 
decided reluctance to open their cost accounts to American inves- 
tigators who may use them as ‘a basis of duties discriminating 
against the foreign producers’ products, as investigators sent abroad 
by the United States Tariff Commission may testify. 

Import duties may be made to yield only protection and no rev- 
enue by being made so high that no imports can profitably be made. 

20. Calculating money costs of import duties. The cost of import 
duties to the country that imposes them may be roughly calculated. 
If the duty is levied on articles not produced at home and is moder- 
ate in amount, the article will continue to be imported and the con- 
sumer will pay a price higher than before by about the amount of 
the duty, and will thus indirectly pay the tax. The country then 
neither gains nor loses. There is a possibility, sometimes realized, 
that the foreign seller will absorb part of the tax by offering his com- 
modity at a lower price if the tax plus the former price causes a de- 
clinein demand. In that case, the Government collects more in the 
way of revenue than its people pay in the way of a tax, and the 
country as a whole gains — it has in effect been able to make the 
foreigner pay part of the tax. Similar results follow if the Govern- 
ment levies an internal production tax equal to the import tax, in 
cases where the commodity is produced at home as well as abroad. 

If the Government levies a tax that protects domestic producers, 
but still permits some imports, it thereby tends to raise the price to 
the consumers. on both the quantity imported and the quantity 
produced at home, but it collects the tax only on imports. The 
consumers are thus taxed far more than the Government collects in 
revenue. If the domestic producers gain this difference, it may 
appear that the country as a whole — including Government, pro- 
ducers and consumers — have lost nothing. But this leaves out of 
account the diversion of labor and capital from the more productive 
to the less productive industries. If this is taken into consider- 
ation, there appears to be a net loss. 

If a prohibitive tax is laid on imports to protect home producers, 
and if the article is then sold at home at cost of production, the 
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Government gains no revenue from the tax and consumers pay more 
than before by the amount of the difference in cost at home and cost 
abroad. This difference represents roughly a net loss to the country, 
since presumably the producers might have been just as profitably 
engaged in some other industry. 

21. Why protectionism has flourished despite a weak theoretical 
basis. We have now stated the general case in favor of free trade, 
and we have considered the various arguments in favor of restricting 
trade by means of import duties. Some of these arguments have 
some degree of validity, and no unbiased student can accuse all 
protectionists of crass stupidity. But other arguments for protec- 
tion show a disregard of fundamental principles of economics which 
is equaled only by the contempt shown for the laws of physics by 
the man who embarks on the construction of a perpetual-motion 
machine, or by the boy who undertakes to lift himself over the fence 
by his bootstraps. On the whole, the case for protection is not a 
strong one. It is probable that if we selected the hundred leading 
economists of the world and put the matter to a vote by them as a 
clear-cut world issue — free trade or protection — they would favor 
free trade by an overwhelming majority. If, however, these one 
hundred economists were called in individually to act as advisers 
of their respective Governments, it is not so clear that the majority 
would advise in favor of free trade for their own countries. They 
might be inclined to favor protection for their own countries until 
such time as the other countries would agree to free trade. 

Without a strong theoretical basis protectionism has flourished in 
the world, and free trade, theoretically the wiser policy, has lan- 
guished. How to account for the dominant protectionist sentiment? 
The answer seems to be this: 

The benefits flowing from protection are particular and direct. 
The direct beneficiaries of the protective tariff—in the United 
States primarily manufacturers in certain industries — know that 
they will benefit from the tariff, they know what legislation they 
want, and they know how to get it. The loss is general and in- 
direct. Those who pay the bill do not always know it, and if they 
do vaguely understand that they pay they are not willing to go to 
much trouble to avoid it. A manufacturer may well spend $100,- 
000 to procure protection for his product worth millions to him, but 
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a consumer of that product may not even take the trouble to vote 
against the policy that taxes him. Furthermore, several current 
fallacies work to the advantage of the protectionist — that money 
is the best form of wealth; that bringing money into the country is a 
good thing; that imports are bad because they take money out of the 
country; that the tariff raises wages and affords additional employ- 
ment to labor; and even that the tariff by raising prices brings pros- 
perity by generating a business boom. The economic theory that 
refutes these fallacious views is beyond the ken of the majority of 
the voters. Finally, the protectionist can always hoist the banner 
of patriotism. Who could be so base as to buy from the foreigner 
goods that he may buy at home? These, in brief, are the reasons 
why protectionism has flourished like the green bay tree, while the 
sounder doctrines of free trade have been cast into outer darkness. 

22. Shall we retain protection? LEvenif free trade is theoretically 
more desirable than protection, it does not follow that we in the 
United States, if convinced of that fact, should at once abolish our 
protective tariff. To do so would be quite unwise, because sudden 
abolition or severe reduction of import duties long established would 
demoralize industry, causing severe losses to business men and wide- 
spread unemployment. Quite ironically the success of the free- 
trade party in politics, followed by abolition of protective duties, 
would bring results which would convince the majority of voters that 
free trade and calamity are synonymous terms. Under cover of our 
protective tariff hundreds of millions, possibly billions, of dollars 
have been sunk in industries that could not meet foreign com- 
petition under free trade. This has probably been a costly mis- 
take. But to take away the tariff suddenly would be another costly 
mistake, possibly a more costly one. Business men in these indus- 
tries would fail in great numbers and with enormous liabilities. In 
their ruin they would drag down others with them for reasons dis- 
cussed in our chapter on Bank Credit and Business Cycles. Pub- 
lic confidence would be shaken, and the total loss might exceed all 
the capital invested in the industries directly dependent upon pro- 
tection. The most ardent advocate of free trade in the United 
States should, therefore, hesitate to put his doctrine into practice 
in an abrupt manner. It is the view of the present writer that no 
additional protective duties should be imposed and that existing 
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duties should be gradually reduced. Furthermore, international 
conferences should be held to bring about a gradual reduction of du- 
ties in all protective tariff countries. Along with such agreements 
should be made certain other agreements relating to hours of labor, 
sanitary working conditions, workmen’s compensation, restriction 
of child labor, and the like, so that countries whose producers were 
willing to maintain humane and decent conditions in their industries 
would not be compelled to meet the unfair competition of less hu- 
mane and less decent-minded men in other countries. Here we 
have implied an argument for protection as strong as any that ex- 
ists, but which we have not discussed above for the reason that it is 
not included among the arguments usually advanced in favor of 
taxing imports. 

23. Restrictions on exports. Since the World War a new kind of 
restriction on international trade has become not only important, 
but positively dangerous to world peace. This is the restriction on 
exports developed either by government monopolies or by private 
organizations of business men acting with government approval. 
Such monopolies can exist to advantage only when a very large 
part of the total supply of some commodity is produced within a 
single country, as coffee in Brazil, nitrates in Chile, potash in Ger- 
many. A monopoly, public or semi-public, being once in control, 
may restrict production and exports and thus force the consumers 
in other countries to pay prices much above the cost of production. 
This sort of control of production and export and prices exists to- 
day in coffee, silk, nitrates, potash (German and French producers 
acting in concert), rubber, quinine, iodine, tin, sisal, quicksilver, and 
some other things.! Since, as stated elsewhere in this book, monop- 
oly breeds monopoly and trade restrictions breed retaliation, we 
shall undoubtedly see a spread of this pernicious practice unless the 
present monopolies can be brought to an end. There are many 
other commodities of which the major part of the supply is produced 
in one or two countries such as cotton, copper, petroleum, silver, 
nickel, antimony, jute, asbestos, corn, and soon. It is obvious that 
restriction of output of the leading commodities of world commerce 
would necessarily mean restriction of consumption, and would there- 
fore be detrimental to human welfare. 

1 Herbert Hoover, Current History, December, 1925, p. 307. 
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24. Policies of protection and restriction of exports quite similar 
in purpose and results. Some — particularly advocates of a pro- 
tective tariff policy — see the evils that must manifestly grow out of 
restriction of this kind, without realizing the near kinship of such re- 
striction to a protective tariff in a country of great natural resources, 
such as the United States or Canada. Yet the close relation be- 
tween these two kinds of trade restriction can readily be shown. 
When Brazil deliberately withholds from the market coffee that has 
been produced or restricts production, in order to obtain a higher 
price, consumers in other countries must pay more for their coffee. 
Brazil gains — other countries lose. 

When we in the United States, with enormous agricultural re- 
sources on which relatively little labor will produce a relatively 
large amount of wheat, corn, and hogs, or, let us say, bread and 
meat, embark on a protective tariff policy for the purpose of artifi- 
cially stimulating manufactures, we close our markets, in part at 
least, to the producers of manufactured goods in England, France, 
Germany, Belgium, and other countries. Unless these manufac- 
turers can market in other foreign countries all they sold there be- 
fore and in addition what they might have sold in the United States 
but for the tariff, then their industries are restricted by our tariff. 
We may note two consequences of this restriction of sales abroad 
and production of manufactures at home by these Europeans. 
Selling less they can buy less, since in the long run none can buy 
more than he sells. Finding employment in manufacturing re- 
stricted, and lacking the means of paying for meat and bread bought 
from America, they turn to the production of meat and bread on 
their own limited and infertile fields, and this meat and bread costs 
them in labor far more than it would have cost them if it had been 
grown on the fertile land of the United States and had been paid for 
with manufactures produced in European factories. Thus, by re- 
fusing to buy their manufactures we make them pay more for meat 
and bread just as truly as if we established a government monopoly 
of meat and bread and then restricted output and exports. 

A protective tariff policy of a country with great natural resources 
is therefore injurious to thickly populated manufacturing countries, 
and represents a species of national selfishness hardly in harmony 
with the doctrine of universal peace and good will now coming 
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into high favor. It is an older brother of the government monopoly 
and restriction of export policy now growing in importance. Both 
policies injure countries against whose producers or consumers they 
are directed. Asa thoroughly selfish national policy, that of mo- 
nopoly and restriction of exports is preferable to a protective tariff, 
because temporarily at least the former benefits the monopolist. 
Whether or not the protective tariff policy benefits the country that 
employs it is a debatable question. Deductive reasoning indicates 
that it does not benefit the country that employs it, but results in 
a net loss to both countries involved. It is to be hoped that the 
influential statesmen who see the evil of the one kind of restriction 
may also see the evil of the other, and bring an end to or reduce 
both these kinds of restriction at the same time. 
The fact, alluded to above, that a country cannot in the long run 
. buy more than it sells, or sell more than it buys, is frequently lost 
sight of, and it is for this reason that many persons fail to see that a 
restriction on imports is also a restriction on exports. If we sell 
more exportable goods and services to others than they buy from us, 
we must accept in payment for the balance due to us gold, non- 
exportable goods, such as real estate in the foreign countries, or mere 
promises to pay later. But large balances cannot be settled in gold, 
not merely because of the disturbing influence of imports of gold on 
prices, but because the total quantity of gold in the world is but a 
fraction of the total value of world imports and exports per year. 
Our exports alone in any three recent years exceed in value the total 
gold money supply of the world. Ina limited way balances can be re- 
ceived in the form of title to real estate in foreign countries, as re- 
presented by land, railroads, factory buildings, etc. But in a world 
in which national selfishness is so great that restrictions on imports 
and exports are popular, great holdings of real estate in one country 
by citizens of another country might lead to confiscation of this 
property by the country in which it is located. As for promises to 
pay, such as government bonds, railroad bonds, and the like, these 
represent not payment, but postponement of payment. Eventually, 
if we sell our goods for such bonds or promises, we must either for- 
give the debt, and thus give our goods away, or accept payment in 
other goods. One of the current problems of world economics is the 
problem of collecting payments of money owed to us by the Ku- 
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ropeans for goods that we sold to them during and since thewar. If 
we are to be paid at all we must be paid in imports of goods, but 
our protective tariff tends to keep out the very goods by means of 
which the debtor country could most readily pay us. We could 
with better grace insist upon being paid if we did not insist upon 
levying heavy taxes on the payments tendered. 


EXERCISES 


1. What industries in addition to agricultural industries would doubtless have 
grown up in the United States without a protective tariff? Why? 

2. Electric light companies, since they must compete with sunlight in the 
daytime, can sell very little current for light until after dark. If all build- 
ings were lighted artificially in the daytime, these companies could sell 
much more current and give employment to a great deal more labor. 
Would it not be advantageous to prohibit the use of transparent window 
glass, and thus create a greater demand for electric light? Would not 
more workmen then be employed at higher wages? Discuss. 

3. Does the protective tariff in the United States cause real wages to be higher 
than they would be under free trade? (See Sections 10 and 11 of this 
chapter.) 

4. Which would be the more effective method of maintaining high wages in a 
rather sparsely populated country of rich natural resources, a protective 
tariff on manufactures or severe restriction of immigration of wage-earners? 
Would both these measures together be more effective than either one 
separately? Discuss. 

5. European countries owe the Government and the citizens of the United 
States many billions of dollars, which the majority of our people insist shall 
be paid. Is a high protective tariff on manufactures consistent with our 
demand that we be paid? Why, or why.not? Isa fifty per cent duty on 
imports equivalent to a fifty per cent tax on payments tendered to us by 
our European debtors? Why, or why not? 

6. Since gold is mined in the United States with highly paid American labor, 
why should we not levy a tariff on gold imports as we do on imports of 
other metals and manufactured goods? Are not our gold producers en- 
titled to such protection? Discuss. Heavy gold imports of recent years 
have been very detrimental to the interests of gold producers in the 
United States. Why? 

7. On what grounds may it be argued that a protective tariff applied by a 
country of great natural resources and sparse population is closely akin to 
restrictions on exports such as various countries in recent years have ap- 
plied to rubber, coffee, and other commodities? 
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CHAPTER XXXVI 
THE FUNCTIONS OF GOVERNMENT 


1. Five theories concerning the proper functions of government. 
Opinions differ widely in respect to the powers that the government 
ought to have and the services that it ought to perform. At one 
extreme are the anarchists, who are not convinced of the desirability 
of any government at all and would abolish government as repre- 
senting an unnecessary expense and a general nuisance. At the 
other extreme are the communists, who would so increase the power 
and the functions of government as to put it in possession of all 
economic goods, not only producers’ goods, but also consumers’ 
goods, so that everybody, with certain exceptions, would work for 
the government and depend upon the government for his supply of 
consumers’ goods. Standing between the anarchistic theory and 
the communistic theory of government may be noted three other 
more or less distinct theories, referred to as the laissez-faire theory, 
the socio-political theory, and the socialist theory. The first of 
these three is closely related to the anarchistic theory, and the last is 
akin to the communistic theory, while the socio-political theory 
takes a middle ground. Since economic activities and the form of 
economic organization are profoundly affected by the particular 
theory of government which happens to be in the ascendency at 
any given time, it seems desirable in a book on economies to examine 
the divergent views on the proper functions of government repre- 
sented by the five theories named. 

2. A government not an abstraction but a group of men with more 
or less limited political power. It may be helpful in clarifying one’s 
views on the proper functions of government to consider what a 
government really is. 'To many people it seems to mean a glorified 
abstraction representing the quintessence of omnipotence and 
omniscience, having not only political power and wisdom but also 
the power to suspend even the laws of nature, or to change them for 
the better. To others it means a few imps of Satan using their 
political power to enslave mankind. But in reality a government 
consists of one man, or a small group of men, much like other men, 
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who through their subordinates exercise political control over the 
rest of the people in their territory — a control that is more or less 
advantageous for every one concerned because it is better than en- 
tire absence of control, or anarchy, as will appear below. 

If the government is composed of a strong man or a group of strong 
men, or the political heirs of such men, whose power has been gained 
and retained by force of arms, and not by free consent of the people, 
it may be called an autocracy. If the governing group has been 
elected by vote of the people and retains its power only by consent 
of the people, the government may be called a democracy. In 
either case the men in power may take either one of two distinct 
views of their relation to the rest of the people — they may look 
upon themselves as servants of the people or they may look upon 
the people as servants of themselves. It isamore or less common as- 
sumption that the autocratic government makes the people serve it, 
while the democratic government serves the people. There is, how- 
ever, no such sharp distinction as this between the two forms of 
government. The autocratic government, although it may and 
probably will put its own interest above the interest of the people, 
will serve the people to some extent and will limit its demands upon 
the people for fear of revolution, if for no better reason. Further- 
more, if the governing group is wise it will recognize the truth of the 
saying, ‘‘ Poor people, poor king.” On the other hand, the members 
of the governing group in a democratic country, although aware of 
the fact that they must please the people or be voted out of office, 
may by smooth politics appear in the light of self-sacrificing servants 
of the people, and thus please the voters, although in reality they 
are enriching themselves at the people’s expense. A former United 
States senator once remarked in pungent fashion that some politi- 
cians can suck eggs and hide the shells. 

Although it is very probable that democratic governments serve 
the people better than autocratic governments, and although the 
passing of the autocrats may be viewed with satisfaction, it should 
not be forgotten that a corrupt or incompetent democratic govern- 
ment may serve the people worse than an able and benevolent 
despot. Our main purpose here, however, is not to point out the 
relative merits of various forms of government, but to consider the 
proper functions of government, and in this connection it must be 
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noted that the little group of men whom we call the government have 
not a great deal to distinguish them from other men except the fact 
that they hold office. They govern, and by written or unwritten 
constitutions and by other political rules, customs, or traditions, 
their power to serve or harm the people may be more or less cir- 
cumscribed. But in industry, honesty, wisdom, and other human 
characteristics, they are not conspicuously different from the gen- 
eral run of men — being more like the ordinary man, probably, 
in a democracy than in an autocracy. If this fact were always kept 
in mind it might serve to temper some people’s faith in government 
enterprise and to allay other people’s suspicion of public officials. 

3. Anarchistic theory unsound. Let us pass now from this brief 
consideration of the nature of government to a consideration of the 
question of whether or not a government of any kind is desirable or 
necessary, and if so what functions it may properly perform in the 
best interests of the people. Whether or not we think a government 
of some kind is desirable and necessary for human welfare depends 
largely upon our view of human nature — upon our view in particu- 
lar of how people would behave in the absence of organized govern- 
ment. 

A prominent characteristic of human beings is selfishness. They 
desire the good things of life for themselves and the immediate 
members of their families more than they desire the welfare of 
others. Furthermore, some individuals in any normal group of hu- 
man beings will, unless they are restrained, take the good things of 
others away from them by force, even killing the despoiled if they 
resist. And some groups acting as a unit will take the good things 
away from other individuals or groups, killing and plundering in 
wholesale fashion, unless the other groups are able to defend them: 
selves from the robber bands or the robber nations. Here, then, we 
have two good reasons for maintaining governments. Itis desirable, 
even if not absolutely necessary, to have a government to maintain 
order and security within the community and to defend the com, 
munity from external aggression. 

Conceivably each individual or family could make some sort of 
defense against attacks of individual robbers and murderers in the 
group, but the weaker members of the assailed group would be at a 
great disadvantage against strong professional criminals skilled in 
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the use of weapons and able to surprise the victims when the latter 
were off their guard. Furthermore, the necessity of standing on 
guard against marauders would greatly hamper the workers in their 
everyday business of production. Against organized bands of 
robbers, or hordes of invaders from outside the community, indi- 
viduals or family groups would be helpless. Possibly private indi- 
viduals, seeing the value of protection, might organize armed bands 
of paid men, and sell protection to the rest of the people, as insurance 
companies now sell protection against fire. But if such armed bands 
became powerful enough to protect people from other armed bands, 
they would also become powerful enough to begin robbing on their 
own account, and would be tempted to do so, in view of the greater 
reward. These armed bands might proceed to declare themselves 
governments, and thereafter rule the people by force. There is, in 
fact, a close similarity between the origin of some autocratic govern- 
ments and this sort of armed band. If a government does not de- 
velop in some way similar to this then it will pay the people to select 
certain members of their group, delegate to them political power, 
and supply them with the funds to employ enough armed men to 
maintain internal order and security and provide protection against 
external foes. In other words, it pays to set up a government and 
to provide it with a police force and an army. 

A government with at least this much power seems desirable to 
everybody except anarchists. And the very fact that governments 
exist is in itself a conclusive argument against the anarchists’ con- 
tention that a government is unnecessary and undesirable. If 
it is unnecessary and undesirable it presumably exists against the 
people’s will, and may be considered therefore an armed band 
plundering the people, against which the people should have pro- 
tection. But such protection the people cannot give themselves 
acting individually, as by isolated bomb-throwings. If they are to 
protect themselves from this plundering government, they must 
organize another government in order to do it. 

4. Laissez-faire theory — presumption is against unnecessary 
government activity. The laissez-faire theory holds with the 
anarchistic theory that government is an evil, but it considers gov- 
ernment a lesser evil than anarchy. It holds that some form of 
government is necessary for the maintenance of internal order and 
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security and for protection against foreign aggression. In addition 
to these two necessary functions of government, the laissez-faire 
school of political economists believe that the government may for 
the good of the people exercise certain optional functions, under- 
taking to provide for the people goods and services which would not 
be provided by private enterprise at all, or would not be provided by 
private enterprise so advantageously as by the government. 

The optional functions of the government would, however, be 
limited in number, because, according to laissez-faire, practically all 
goods and services that are desired by the people will be produced by 
private enterprise more economically and on the whole more satis- 
factorily than they can be produced by the government. Two in- 
fluential advocates of laissez-faire were the economists Adam Smith 
and John Stuart Mill. Smith’s great book The Wealth of Nations, 
published in 1776, made a strong plea for non-interference of gov- 
ernment with industry, and was largely responsible for the ascend- 
ency of the laissez-faire theory in England for a hundred years after 
its publication. Mi§ill’s Principles of Political Economy, published 
in 1848, likewise argues strongly for laissez-faire. 

The laissez-faire theorists did not draw any hard and fast line as 
representing the absolute limit of government enterprise or govern- 
ment interference with business, but rested their case on general 
expediency with the presumption against any unnecessary govern- 
ment activity. Mill, for example, says:in this connection: 


Laisser-faire, in short, should be the general practice; every departure 
from it, unless required by some great good, is a certain evil.t 


Or again: 


We have observed that, as a general rule, the business of life is better 
performed when those who have an immediate interest in it are left to take 
their own course, uncontrolled either by the mandate of the law or the 
meddling of any public functionary.? 


In addition to protecting life and property from violence and 
fraud, the government, even under the laissez-faire theory, may 
undertake such enterprises or perform such services as the following, 

1J.S. Mill. Principles of Political Economy, book v, chap. x1, sect. 7, It should 


be noted that later in life Mill changed his views. 
2 Ibid. 
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most of which are enumerated by Mill as being proper functions of 
the government: 

1. The production of goods or services which are worth more than 
they cost but cannot be produced by business men for profit be- 
cause payment for the service rendered cannot be exacted from the 
user. Lighthouses, for example, are worth more than they cost, but 
it pays no individual to build them, because the ships that pass in 
the night will not stop to pay. 

2. The production of goods and services, the use of which, by 
people who cannot or will not pay a price for them that covers cost 
of production, ought to be encouraged in the interest of public health 
and safety. Examples of these are elementary education, sewer 
systems, the prevention of disease, the disposal of garbage. 

3. Certain public works, such as roads and bridges or certain 
other enterprises, which are necessary for the proper economic de- 
velopment of the country, but which are not likely to be systemati- 
cally developed by private enterprise, or whichif leftin private hands 
may become instruments of extortion and repression of industry. 
With the possible exception of an industry which is by its very 
nature a monopoly, no enterprise would be included under this head 
that involved both complicated problems of operation and heavy 
capital investment, because it is the laissez-faire theory that gov- 
ernment officials can handle effectively only comparatively simple 
enterprises whose operation can be reduced to a fixed routine. Un- 
der this head might be included the postal service, because it in- 
volves no great investment of capital, but not the railroad system, 
which does involve heavy investment. Roads and bridges might 
be included, although representing heavy expenditures, because 
they involve no serious problems of operation. 

4. Various services in the interest of business convenience, or the 
maintenance of private property or public order, such as the record- 
ing of deeds, settling of succession of estates, peaceful settlement of 
disputes over ownership of property, issuing of licenses of various 
kinds, coining or printing of money, and standardization of weights 
and measures. 

Some of the foregoing services of government represent necessary 
functions of government, since they are incidental to the protection 
of life and property, and others represent what Mill refers to as 
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optional functions. Although the list includes a rather wide range 
of government activities, most economists of the present time favor 
a considerable extension of government activities even beyond this 
number. And most governments to-day exercise functions which 
by the laissez-faire school would not have been considered proper 
functions of government. We may say “would not have been” 
rather than ‘‘are not’’ because the laissez-faire doctrine has been 
abandoned by most thinking men. To-day the dominant theory of 
government is the socio-political theory. 

5. Socio-political theory favors extension of government activities. 
The difference between the laissez-faire theory and the socio- 
political theory lies mainly in this: The former begins with a pre- 
sumption against government enterprise and government inter- 
ference with industry, holding that generally the interest of the 
people will be best served when each is left free to serve his own 
interests as he sees fit. The latter begins with a presumption in 
favor of government interference in industry, holding that when 
each is left free to serve his own interest as he sees fit, the people will 
suffer from various great evils, and that these evils may be and 
ought to be prevented or corrected by government action. The 
socio-political theory, like the laissez-faire theory, may be said to 
rest its case on general expediency, but the former holds many 
political activities to be expedient which the latter would consider 
inexpedient. 

The evils which the socio-political theory would prevent or cor- 
rect include unfair methods of competition, combinations or con- 
spiracies in restraint of competition, monopolies, dangerous and un- 
healthy conditions of labor in factories, feudal conditions in industry, 
unemployment, excessive hours of labor, wages below the level of 
subsistence, wasteful methods of production, financial manipulation, 
adulteration of food products, great inequality of wealth, and many 
other undesirable activities or conditions. Some of these evils are as 
old as industry; others have become serious only since the industrial 
revolution, under which is included the development of the factory 
system, modern methods of transportation, large-scale industry, 
and the business corporation. In fact it is owing largely to this 
change in industrial conditions that the socio-political theory has 
gained the ascendency over laissez-faire. If Adam Smith had writ- 
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ten his Wealth of Nations a hundred and twenty-five years later he 
would doubtless have been in favor of greater interference of govern- 
ment in industry. Mill, who lived in the period that saw the 
growing evils of the factory system, changed his views in later years, 
and urged government action for the diffusion of wealth, including 
regulation of inheritance and appropriation of the unearned incre- 
ment of land. 

6. Government regulation of industry, government ownership and 
special taxation of the rich. The socio-political theory holds that 
the government should interfere with industry, or embark on gov- 
ernment enterprises, for the improvement of social conditions. To 
this end it favors measures to protect the weak and honest from the 
strong and unscrupulous, and measures to promote a greater degree 
of equality of wealth and income among the people of the country. 
The socio-political theory of government as applied in practice leads 
to the expansion of government action in three directions, namely, 
government ownership and operation of industry; government regu- 
lation or control of industry; and a system of taxation designed, not 
primarily to raise necessary public revenue by taxing every one 
according to the canon of equality, but primarily to combine the 
raising of revenue with a program for reducing the inequality of 
wealth and income. 

In earlier chapters of this book has been discussed in detail gov- 
ernment regulation of industry in the United States, as represented 
by government control over public utilities and railroads and over 
the banking system, by anti-trust legislation, and by labor legisla- 
tion. In such regulation we have gone far beyond the limits marked 
out by laissez-faire. In government ownership we have done little 
except in the case of the Postal Service and some local public utili- 
ties, and this much even laissez-faire would permit. In addition 
may be mentioned our government-owned railroad in Alaska, the Erie 
Canal, and the Panama Canal. In taxation we have applied the 
socio-political theory with considerable effect during recent years, 
as will be noted in Chapter XX XVIII. 

7. Conservatives, liberals and progressives are now all socio- 
political theorists. Those who would carry government interfer- 
ence in industry little, if any, beyond the bounds of laissez-faire are 
in politics called conservatives, or, in the United States — more or 
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less derisively — standpatters. Those who would go further with 
the policy of government interference are variously referred to as 
liberals, progressives, radicals, and socialists. By standpatters in 
the United States these liberals, progressives, radicals, and socialists 
are all lumped off together as more or less undesirable groups of 
socialistic cranks, or ‘‘reds,’”’ who vary in color from the “pink 
parlor socialist”’ to the deep-dyed red of the Industrial Workers of 
the World, who are inclined to preach bloody revolution and confisca- 
tion of private property. Nevertheless the liberals and progressives 
stand closer to the conservatives or standpatters than they do to the 
socialists. Conservative and progressive alike believe in private 
enterprise and differ only in their views in respect to the extent to 
which private business enterprise ought to be limited by government 
ownership or regulated by government officials. They believe in 
individualism, more or less modified by government ownership and 
control. 

But socialists would substitute for individual or private business 
enterprise, collective or public ownership and operation of all im- 
portant industries. Let us note, then, the reasons why socialists 
would like to make this great change in industry, the methods they 
might use in transferring business property from the present owners 
into the hands of the government or the socialist guilds, and the 
principles according to which, under socialism, production would be 
carried on and the product divided among the people. 

8. State socialism: three reasons why some people urge its adop- 
tion. We are not here concerned with the history of socialism or 
with the various shades of socialistic doctrine. It will be sufficient 
for our brief discussion to note that at present there are two main 
brands of socialism — state socialism and guild socialism. Con- 
sider first state socialism, under which all industries, or at least all 
important industries, would pass into the hands of the government 
to be operated under the direction of government officials for the 
benefit of all the people. We should have, under this form of social- 
ism, universal government ownership of the means of production, or 
producers’ goods, leaving in private possession only consumers’ 
goods. Except in the recent case of Russia, state socialism has never 
been tried out in practice, and the experiment in Russia throws no 
clear light on what might be the outcome of socialism in other coun- 
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tries if put to the test. How state socialism would work out in 
practice is therefore a matter of opinion based on such knowledge of 
facts and such prejudices as one may possess. 

People who urge the adoption of state socialism do so mainly for 
one or more of the following reasons: 


1. They believe that under socialism goods and services will be provided 
in greater abundance — that industry will become more efficient. 

2. They believe that a more just distribution of the products of industry 
will result than under the system of private enterprise. 

3. Some — the lazy, the inefficient, the failures, and the generally dis- 
gruntled — believe that the fault lies not in themselves but in the 
industrial system, and that some other system would give them a 
better chance to enjoy the good things of life in greater abundance. 


9. Private enterprise a wasteful system of production. The as- 


sumption that under socialism industry will be more efficient — that ‘ pera 
the output of goods will be increased — rests on various grounds. 
Under competitive conditions private business enterprise is exceed- 
ingly wasteful. When any particular industry is prosperous and 
yields the business men large profits, expansion takes place and un- 
necessary duplication of plants follows. Plants are built at great 
expense of labor and materials which serve no useful purpose. Com- 
petitors spend enormous sums in advertising their rival products, 
each striving to outdo the others in puffing his wares. <A dozen sales- 
men cover the same territory and sell no more than one might 
sell in the absence of the others. The labor of the eleven is there- 
fore wasted, from the social point of view. When a period of busi- 
ness prosperity results in a boom and a consequent crisis, business 
men in great numbers can no longer sell at a profit. Thereupon they 
close down their plants, until a large part of the productive power of 
the country in land, labor, and capital, is idle. These are only part 
of the wastes that result from competition. 

Under privately owned monopolies conditions may be even worse. 
The monopolists may deliberately restrict output in order to sell at 
a higher price and gain a greater net profit. If the government at- 
tempts to destroy the monopolies and to restore competition it is 
likely to fail in the attempt, with the result that its efforts in money 
and labor represent just that much additional waste. If govern- 
ment regulation of monopoly is resorted to there is again waste — 
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two organizations now exist side by side, one to produce at as great 
a profit as it can, and the other to prevent the first from making an 
unreasonable profit. The cost of regulating our railroads, for ex- 
ample, is at present many millions of dollars a year. 

Other sources of waste under private enterprise are the idle rich, 
who with incomes from ownership of land and capital find it un- 
necessary to labor; the quarrels between labor and capital result- 
ing not only in strikes and in long-continued cessation of labor by 
thousands, and even hundreds of thousands, of men at a time, but in 
a sullen animosity felt by workmen toward employers and a de- 
termination — growing out of this — not to do more than is abso- 
lutely necessary to hold their jobs; the great number of persons who 
devote their time to unintelligent speculation on the stock and grain 
exchanges, hoping to make enough on a lucky turn of the market to 
live in idleness the rest of their lives; the diversion of land, labor, 
and capital from the production of useful and necessary goods for 
the masses to the production of luxuries and trivialities for the 
excessively wealthy — to the end, for example, that land, labor, and 
capital are employed to produce dainty tidbits for my lady’s Fido 
while children grow up diseased or malformed for lack of proper food 
and medical attention. With these various forms of waste so ob- 
vious and glaring, it is easy for one inclined toward socialism to be 
convinced that under the socialist state, production, particularly 
production of useful goods, might be enormously increased. 

to. Glaring inequality of wealth and incomes under private enter- 
prise. It is probable, however, that more people are turned to 
socialism by a belief that the system of private enterprise leads to an 
unjust distribution of wealth and income than by the conviction 
that the present system is wasteful. In all countries in which the 
present capitalistic system of industry has been tried out, glaring in- 
equalities in income and ownership of property exist. In each of 
these countries the story is the same: a comparatively small per- 
centage of the people receive a relatively large part of the total in- 
come and own an even larger part of the property. In the United 
States, for example, figures compiled by the Bureau of Internal 
Revenue indicate that in 1918, six per cent of the people in posses- 
sion of incomes received twenty-seven per cent of the total income, 
leaving seventy-three per cent of total income for the other ninety- 
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four per cent. Inequality in ownership of property is even greater, 
since the incomes of the poor consist mainly of wages, and in a large 
proportion of cases exceed the property owned, while the incomes 
of the wealthy are in large part derived from the property they 
own and represent only a small percentage of that property. The 
$100,000 income of a millionaire may be only fifty times as large as 
the income of his chauffeur, but his property may exceed the chauf- 
feur’s by a thousand times. 

Most of the large incomes are derived mainly from the ownership 
and control of the instruments of production — the natural re- 
sources of the country and the capital equipment used in industry, 
and socialists contend that by abolishing private ownership and 
control of industry the fundamental causes of inequality in incomes 
and possessions would be removed. In view of the important part 
which inequality plays in socialist doctrines it seems desirable to 
note more closely the causes of inequality. 

11. Fundamental causes of inequality. The fundamental causes 
of inequality can be brought out most clearly, perhaps, by consider- 
ing how men acquire large incomes and fortunes. First of all we 
must remind the reader of the causes of differences in wages as dis- 
cussed in Chapter XX. In brief, differences in wages result from 
differences in the complexity and attractiveness of the work to be 
done, and differences in the natural ability, training, and experience 
of men. For these reasons men able and willing to do some kinds of 
work are very scarce relatively to the demand for them, and men 
able to and willing to do other kinds of work are superabundant 
relatively to the demand for them. Therefore through the opera- 
tion of the law of diminishing vendibility and marginal vendibility, 
wages range from the very high to the very low. ‘This is one fun- 
damental cause of inequality. 

12. Unusual business ability and profits. Men of unusual busi- 
ness ability — men with judgment, initiative, resourcefulness, ad- 
ministrative capacity, who are willing to take business risks, who 
are willing to hazard the loss of what they have to gain much more 
— often amass great fortunes. If they buy their producers’ goods 
and sell their product in a competitive market, if competition is fair 
and free, and they take no unjust advantage of their employees, 
their competitors, or their customers, they earn their fortunes fairly. 
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They take goods which others are willing to sell at a low price, and 
make from them things which others buy at a higher price, and there- 
by presumably add to the sum total of human satisfactions. They 
become richer thereby, and others not only become no poorer but 
gain in the process. Such profits tend to measure the business 
man’s service to society, as salaries and wages tend to measure the 
service of others. 

13. Luck. But in business not only ability counts, but luck, 
fraud, intimidation, and monopoly, and it is often impossible to 
determine whether a fortune amassed in business is the result of pure 
business ability —the sort of ability that serves society by producing 
more and better goods than would be produced without it — or the 
result of these undesirable factors. In the ups and downs of prices 
resulting from the business cycles and from fluctuations in demand 
and supply, some men of no great business talent manage to snatch 
by luck huge fortunes. Some grow rich by lucky operations in the 
stock market and the commodity markets, in operations that repre- 
sent gambling rather than business, and they serve no useful purpose 
in production. These must be distinguished from the intelligent 
speculator who performs a useful price-stabilizing service. The in- 
telligent speculator buys wheat and other commodities when an 
overabundant supply depresses the price, and later sells in time of 
greater scarcity. He thus tends to maintain prices on a more even 
level, and prevents waste in the season of abundance and calamitous 
shortage in the seasons of scarcity. 

14. Fraud, unfair competition, monopoly. Many business men 
grow rich through fraud. Directors and other officials of corpora- 
tions betray their stockholders, in ways detailed elsewhere in this 
book, and manipulate the prices of their stocks on the market to 
their own enrichment at the expense of innocent or foolish investors. 
Some gain possession of producers’ goods by fraud, and some sell an 
inferior product to the unwary at the price of high-grade goods. 
Some grow rich by boastful and dishonest advertising that repre- 
sents an inferior article as being a most superior one and thus tempts 
the gullible to buy. 

Some grow rich through suppressing competition in the sale of 
their product by intimidating competitors, or by other unfair 
means of competition, or by price agreements with other producers, 
or by outright purchase of competing plants. 
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15. Interest and unearned increment. Once in possession of 
surplus funds, whether saved out of wages and salaries, or out of 
business profits, one can invest in income-producing property or lend 
at the current rate of interest; and this provides an additional 
source of income which makes further saving and investment pos- 
sible to produce more interest. Thus small savings may grow into 
small fortunes, and small fortunes into large ones, and interest be- 
comes a cause of inequality. 

If one’s savings or profits are invested in land, there is the possi- 
bility of growing rich from the so-called unearned increment. As 
population grows, rents tend to rise, as explained in an earlier chap- 
ter, and the price of land, the capitalized value of the rent, rises. 
Agricultural land may increase in value from a few dollars an acre to 
several hundred dollars, and land in cities may become worth 
hundreds of thousands of dollars an acre, or even millions, — all this 
without the owner’s having turned over his hand to produce the 
change. 

16. Inheritance of property: money makes money. Another 
great cause of inequality is inheritance of property. Through the 
institution of inheritance the great incomes and fortunes built up by 
the successful of one generation are transmitted to their descendants. 
The rich man’s son starts out in life a rich man. He needs only to 
exercise a little care in investing his inheritance in safe income-pro- 
ducing property, particularly land which tends to increase in value, 
to become much richer before he dies. Evenif the rich man leaves 
half a dozen sons to share his fortune, each may become richer than 
his father, and without labor. If the rich man leaves $6,000,000, 
and each son gets $1,000,000 and invests it to yield six per cent, his 
million at compound interest may double three times or more in his 
lifetime, and become thus, in succession, two, four, and eight mil- 
lions. If the son makes fortunate investments in real estate in a 
growing city the rate of increase may be much more rapid. If he 
lacks the reasonable degree of intelligence necessary to make fairly 
safe investments, his father may have provided him with a trustee 
who looks after all such troublesome details for him. 

The possession of property by the father also helps the son in 
other ways. It permits him to get a good education, often beyond 
the means of more able youngsters. It permits him to make con- 
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tacts with influential men who will help him if he goes into business 
for himself, or when he seeks a salaried position with others. Always 
the possession of money tends to make easier the acquisition of more 
money. Thus inequality tends to perpetuate itself, through the 
institutions of private property and inheritance. 

17. The two flags of socialism.’ The great wastes of the competi- 
tive system and the great inequality of wealth and income that ac- 
companies the private ownership and control of producers’ goods 
give socialism a powerful appeal to many high-minded men and 
women. To many of them the idea becomes a religion for the sake 
of which they will make, if need be, heavy sacrifices. They believe 
that socialism ought to prevail for the good of humanity, and often 
look upon themselves as crusaders in a noble cause, fighting an army 
of mercenaries of the capitalistic state. But along with such 
socialists we find others of a different stamp, who may be likened to 
the camp followers of an invading army, who hope to profit hand- 
somely in the looting that may follow when the enemy surrenders 
and the spoils are distributed among the victors. Such looting 
would not necessarily appear to these socialists as being unethical or 
criminal, since they may feel convinced that it would merely repre- 
sent recovery by the people of that of which they had been despoiled 
by the “‘robber barons of the capitalistic state.” The socialist move- 
ment may then be considered to rest on two diverse bases. On the 
one hand there is the intellectual, the idealistic, the ethical, and the 
religious basis. On the other hand there is the basis of ignorance, 
greed, envy, and revenge. The socialist army, one might say, is 
composed of two more or less distinct divisions, and it marches 
under two flags — the red flag of human brotherhood and the com- 
mon good, and the red flag of robbery, bloodshed, and revolution. 
The two flags being of the same color, the undiscriminating often 
fail to distinguish the one from the other. 

18. Methods of transferring ownership and control of industry to 
Government. Let us give some consideration to the methods that 
might be used to transfer the present industrial equipment — land, 
railroads, factories, stores, warehouses, and the like — from the 
ownership and control of the present proprietors to the ownership 
and control of the government. We need not concern ourselves 
here with details but shall merely note the general schemes that 
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might be employed. First, the transfer might be made gradually, 
industry by industry, over a considerable period of years, or it might 
be made suddenly — immediately after the election, let us say, of 
the first socialist President and Congress. Again, it might be made 
by the process of confiscation of business property, with no com- 
pensation to the owners, or it might be accomplished by means of 
a forced sale to the government, payment being made probably in 
government bonds. 

If the change is made gradually it will indicate that the socialists 
lack full power and must compromise with the more conservative 
element in the country. In that case the owners will quite likely 
be paid in government bonds for their property, although probably 
not its full value. This would not be true socialism, but merely 
more or less general government ownership and control of industry, 
which would still leave former owners of the industrial equipment in 
possession of a vast income in the form of interest on their govern- 
ment bonds. Inequality would still continue, and with it would 
come certain complications that do not exist under the present sys- 
tem. The wealthy holders of government bonds would have no in- 
dustries at their disposal in which to invest their surplus income, over 
and above their expenditures for consumers’ goods. Their only 
fields of investment would be in more government bonds, or in enter- 
prises in foreign countries. Large incomes in the hands of some 
hundreds of thousands of people with extremely limited opportunity 
for investment might have very unwholesome results. If the present 
monetary system were retained — as it probably would be, some- 
what modified, perhaps — these persons would have huge money 
incomes which they would be tempted to spend mainly for con- 
sumers’ goods. They could thus draw out of the national industrial 
product enormous quantities of consumers’ goods, and would be in 
a position giving them neither much incentive nor much power 
to add to the output of industry. Government ownership of a 
few selected industries does not present this sort of problem. It is 
difficult to escape the conclusion that once government ownership 
had become practically universal, confiscation would result in- 
directly by government repudiation of its bonds, unless it should 
happen that the bonds were more or less equally distributed among 
the whole population, which would be unlikely. 
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19. Methods of operating industry under socialism. Wages 
and the price system might be retained under socialism. Assume 
now that the change has been made, and that the property is in the 
hands of the socialist government, as a result of a policy of confis- 
cation either directly or indirectly applied, so that no one any 
longer receives an income from the private ownership or control of 
business property. According to what principles would production 
be carried on, and on what basis would the product of industry be 
divided among the workers? Socialists seem to be unwilling to lay 
down a definite program. One is left to find the answer through 
deductive reasoning or through conjecture. 

No such far-reaching changes in social and economic organization 
would necessarily accompany state socialism as is sometimes as- 
sumed. The family and the church would not necessarily be dis- 
turbed. Money would very likely be retained as a medium of ex- 
change, and the price system might still exercise its function of regu- 
lating demand and supply of labor and commodities. Assume that 
state socialism were established with no changes beyond those re- 
quired to put ownership and management of industry into the hands 
of the government. Industry would then be organized, and pro- 
duction and distribution of wealth would be carried on in some such 
way as the following: 

(1) Every distinct industry, or more or less closely related group 
of industries, would become a government monopoly under the 
direction, let us say, of a director general with a corps of assistant 
directors, general managers, superintendents, foremen, and the like. 
Within any industry there would be a monopoly, we may assume, in 
order to avoid the wastes of competition such as represent one of 
the weaknesses of the present system. We should thus have, for 
example, an automobile monopoly, a coal monopoly, a machine-tool 
monopoly, and soon. The automobile monopoly might for reasons 
of economy produce also motor cycles, autobusses, and even electri- 
cal refrigerators and other products that might readily be produced 
by the same general kind of plant. 

(2) Each director general would produce, as efficiently as he 
could, his particular product or group of products, and sell them in 
the open market just as goods are sold to-day, with this exception: 
consumers’ goods would be sold only to persons with incomes from 
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labor, since no other incomes would continue, and producers’ goods 
could be sold only to other government monopolies operated under 
other director generals. Competition by buyers would, however, 
still continue, except in those cases in which one industry produced a 
product used exclusively by one other monopoly, as, for example, 
looms for the textile industry. Even in the case of the textile ma- 
chines there would be indirect competition by buyers. If the textile 
monopoly tried to take advantage of the textile machine monopoly 
by offering only a very low price for machines, the latter might turn 
to the production of machines for other industries, which offered 
better prices. But there would be many producers’ goods in more 
or less general demand by the various government monopolies. All 
would require labor of different kinds, building materials, fuel, 
lubricating oil, and many other commodities. All metal-working 
industries would compete in the metal markets, and wood-using 
industries in the wood and lumber markets, and so on. There might 
be competition, too, among workmen for jobs or positions, and com- 
petition for orders between producers of competing products, such 
as the brickmaking industry and the lumber industry — unless 
these were put together under one management. 

20. Cost of production principle applied. With competition thus 
pretty generally prevailing among buyers of the products of gov- 
ernment industries and among workers seeking employment, but 
with little or no competition in the sale of products, how would 
prices be determined in the socialist state? 

The government monopolies would have to fall back upon cost of 
production as a regulator of price, just as our public service com- 
missions do to-day. They would have to cover at least the costs of 
operating their plants and the costs of maintaining them in good 
condition. They ought to make a profit, in addition, to allow for 
gradual expansion of capacity and output, to satisfy the increase in 
demand resulting from increase in population or in the purchasing 
power of the people. They would need to make no allowance for 
interest, since interest as a money cost would not exist under social- 
ism. The director general would have no special incentive for 
charging a price higher than would be required to yield these re- 
sults. His purpose ought to be to sell his product as cheaply as pos- 
sible, and yet cover costs of production and provide for the proper 
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maintenance and expansion of his plants. His costs, as already in- 
dicated, would be the aggregate prices he paid for all his producers’ 
goods including labor, a large part of which prices would be deter- 
mined in part by competition among buyers for the available supply. 

But what would determine the supply of any monopolized pro- 
duct? One cannot sell an unlimited supply at cost of production. 
Under monopoly, as under competition, marginal vendibility is the 
immediate price-determining factor. A given quantity can be sold 
at a given price; a smaller quantity at a higher price; a larger quan- 
tity only at a lower price. If at any given time a director general 
found that he could not sell his total output at a price that covered 
costs, he would probably restrict output until he could get a price 
equal to or slightly in excess of costs. There is, of course, the possi- 
bility that he might cut price in order to increase demand and thus 
cut costs, through economies of larger-scale production, more than he 
cut prices. If at any given time a director general found his costs 
considerably below price, he might cut price, and then expand output 
as the lower price brought a greater demand. In fact, the problem 
of the director general would be like that of the head of a private 
monopoly, with this difference: he would try to produce the greatest 
quantity he could sell at cost of production, rather than try to sell 
that quantity which would yield him the highest net gain. Assum- 
ing equal ability and industry in both cases, the government mono- 
poly would produce a larger output and sell at a lower price than the 
private monopoly. 

If we could imagine our public utility companies voluntarily 
adopting a price policy like that forced upon them by efficient public 
service commissions, we should have a close analogy to the nature of 
the policy to be followed by the director generals of industry in a 
socialist state. 

21. Assuming ideal conditions, gains would come from socialism, 
but smaller gains than socialists assume. If, now, we might assume 
that a socialist state would manage industry as here indicated, and 
if the whole scheme worked smoothly and effectively, under able 
and honest management, free from political influence, corruption, or 
favoritism, there is reason to believe not only that production would 
be greater than at present, but that in the distribution of the product 
inequality and injustice would be greatly reduced. The great 
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wastes of competition and other wastes arising from the present 
capitalistic system would be largely eliminated. Incomes would be 
more nearly equal, because labor income would be the only form of 
income. With the present competitive wage system retained, there 
would still be, of course, great differences in wages, because the 
causes of differences in wages — differences in the attractiveness and 
complexity of the work to be performed, and differences in the 
capacity, training, and experience of men — would exist under the 
socialist stateevenasnow. The socialist state might try to iron out 
differences in wages, but it could not remove the causes of differ- 
ences in wages unless it could make all men and all jobs alike. But 
income in the form of economic rent, interest on capital, profits of 
business enterprise, whether acquired through industry and ability 
or through luck, fraud, or inheritance, would be no more. The 
whole product of industry, in the phrase of the socialists, would go to 
the workers that produced it. 

All this seems to offer attractive possibilities to the majority of 
men — to all those who might thus expect to gain more than they 
would lose from the confiscation of their present property, and to 
those who might be willing to make a personal sacrifice for the good - 
of all, those who believe in the greatest good for the greatest num- 
ber. But the gain at best would assuredly be less than most 
socialists imagine, and there might be no gain at all in general wel- 
fare, but a loss instead. There might be a loss, not only to the 
wealthy of to-day, who would be despoiled of their property, but to 
the poor as well. They might become even poorer. Instead of en- 
joying a fair degree of prosperity as they do to-day in the United 
States, they might be reduced to extreme poverty. In the United 
States, at least, the poor have much more to lose through socialism 
than their chains, and it is extremely doubtful whether they have a 
world to gain. 

22. Some alleged gains from socialism are purely fictitious. Note 
that some of the alleged gains of the working class from socialism are 
fictitious. First, there is the more or less common assumption that 
the workers under the present system get in wages only a small 
fraction of the value of their product — as, perhaps, one fifth — and 
that under socialism they would get the whole value of their product, 
and thus enjoy wages five times as great as present wages, even with 
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industry no more effectively organized. This leaves out of account 
various facts of considerable importance, such as that the woolen 
cloth manufacturer, for instance, must buy wool, machinery, and 
other supplies and materials, as well as labor, and that he must have 
the use of buildings and building sites. If the woolen mill employees 
are to get the full value of their product, in the sense of all the money 
the manufacturer receives for his product, then there is nothing left 
over to pay the laborers who helped produce the wool, the machines, 
the buildings. It leaves out of account, too, that gradually machines 
and buildings wear out and must be replaced, for which purpose the 
manufacturer sets aside a depreciation reserve, which does not repre- 
sent profit but merely cost of production that must eventually be 
met, when the old machines and buildings are worn out and must be 
replaced by new ones. 

It is a common assumption, too, that the large incomes of our 
successful business men and other millionaires, which under social- 
ism would be confiscated by the State, would go to swell the wages 
of the workers. Even if the workers could thus ‘‘cash in” on the 
socialist policy of confiscation of private property and the incomes 
based upon it, their gains would not be so enormous as many sup- 
pose. The rich are too few — the poor too many. Henry Ford is 
said to have enjoyed an income one year of $100,000,000. Divided 
among all the people of the country, it would have added to the in- 
come of each less than $1. If the workers could, however, get all 
incomes from property, the aggregate amount would be so large that 
the workers would enjoy a substantial addition to their income, 
possibly $150 or more per person, or $750 for a family of five. But 
as a matter of fact socialism would not divert to the workers in the 
form of wages, or lower prices of commodities, the whole of the vast 
incomes of the wealthy. 

Henry Ford and other extremely wealthy men devote the greater 
part of their incomes to the very purposes to which the socialist 
State would have to devote a large part of its income — the expan- 
sion of the industrial equipment of the country, the support of edu- 
cational, scientific, and philanthropic institutions, and other things 
of this sort that the socialist State could not afford to neglect. The 
only part of the incomes of the present wealthy class that might be 
diverted to swell the income of the workmen and to increase the 
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quantity of consumable goods available for their use, is that part 
which the rich themselves now spend for consumers’ goods. This 
is doubtless a great sum, but divided by 115,000,000, the number of 
persons in the United States, it shrinks to rather slender propor- 
tions. 

23. The scheme might not work well in the hands of politicians. 
Next consider the probability of the socialist State industries func- 
tioning as smoothly and as effectively as we have been assuming. 
We have assumed that the director generals of the various industries 
are able and honest men, comparing favorably in ability with the 
present captains of industry. But there is no assurance that such 
would be the case. These director generals and their chief sub- 
ordinates might be elected by vote of the people. Or possibly they 
would all be appointed by one Supreme Director General of All 
Industries, himself elected by vote of the people. Or possibly there 
would be a Directory in Control of All Industries, consisting of a 
small group of men who would appoint the managers and subordi- 
nates of the various industries. At any rate, the control of the in- 
dustries would be in the hands of politicians; politicians, perhaps, 
much like those who now sit in the halls of Congress, who would be 
influenced in their policies by a desire to please the people who 
elected them, since their votes would be necessary for reélection. 

We have assumed that there would be a wage system much like 
the present wage system, with differences in wages governed mainly 
by differences in the attractiveness and complexity of the work to be 
done, and by differences in the intelligence, training, and experience 
of men. In short, we have assumed that wages would still vary 
roughly with the value of the services performed by the workers. 
But there are other possible wage systems that might be tried out in 
a socialist state. The people might vote to let each worker be paid 
according to his needs rather than according to his deeds, as, for 
example, $10 a week for every person dependent upon him for sup- 
port. Or they might vote to let the wages vary with the attractive- 
ness of the work, leaving out of consideration the complexity of the 
work, so that garbage collectors would be paid more than railroad 
managers or college presidents. Note what might be some of the un- 
desirable consequences of the conditions here suggested. 

24. Business ability and vote-getting ability may differ. Direc- 
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tor generals of industry elected by the people would probably be 
less able, on the average, than captains of industry under the present 
system. These men have become captains of industry in most cases 
through unusual business ability, although trickery, unfairness, and 
corruption have played a part in the rise to power of some of them. 
It is generally admitted that men like Henry Ford, John D. Rocke- 
feller, Charles Schwab, Judge Gary, and the other men who have 
been at the head of our great industries during the last twenty-five 
to fifty years, and under whose leadership these industries have ex- 
panded wonderfully to the general good of the country, have been 
men of unusual business ability. That in some cases there have been 
practiced policies that savored of piracy and fraud does not belie the 
presence of ability. A captain of industry of small ability is soon 
relegated, under private ownership, to the rank of private or reduced 
to the non-commissioned ranks. 

Under socialism the people might elect able men to direct their 
industries, but there is a strong probability that they would elect 
some men, at least, who had greater ability in fooling the people than 
in serving them. And in detecting an incompetent manager of 
industry and throwing him out of power, or in detecting a compe- 
tent manager and giving him more power, the voters would probably 
be less efficient than the profit-and-loss statements that control the 
destiny of managers of private business enterprises. In other words, 
under our present system a man must display considerable business 
ability to gain and retain a high position in industry. But under 
socialism he would need to know only the art of getting votes. Con- 
ceivably the best director-general would stand the best chance of 
reélection. But often this would not be the case. 

25. Voters might choose the wrong managers of industry. Voters 
would judge a manager of industry primarily by his ability to pay 
high wages and to sell his product at low prices. They would be less 
inclined to consider more remote consequences of management, such 
as the consequences of inadequate appropriation for maintenance of 
plant and equipment, depreciation reserve, and surplus available for 
expansion of plant and equipment. It is likely, therefore, that 
political pressure would often prevent the various industries from 
being managed in the best interest of the people in the long run. 
The competent and far-sighted manager would be displaced in many 
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cases by the politician promising higher wages to his employees and 
lower prices to the consumers of his product. Eventually, when his 
policy brought the inevitable result of a dilapidated and inadequate 
plant producing at high cost an insufficient supply of goods, the 
politician might be ousted temporarily, but the damage would have 
been done, and years might be required to rehabilitate the industry. 

Incidentally we should note at this point that socialism, although 
it removes interest as a money cost of production, does not abolish 
the necessity of saving — of postponing present consumption to the 
end that in the future more goods may be available for consumption. 
Under socialism people must save collectively through their govern- 
ment industries. The workmen must spend part of their time pro- 
ducing plant and equipment, and cannot spend all their time in pro- 
ducing goods available for immediate pleasurable consumption. 

26. Wages according to needs rather than deeds. Some possible 
results of methods of wage determination under socialism may be 
noted with advantage. If wages should be paid according to needs 
of the workers instead of according to the value of workers’ labor, 
various evil results might ensue. First, the costs of production 
might rise above the value of the product, resulting in a loss to the 
industry. The manager would then be compelled to raise prices, 
which would restrict demand and require limitation of output. 
Such a result could be avoided only by reducing wages of some 
workers who presumably get more than they need by an amount 
equaling the increase of the workers whose wages have been in- 
creased to meet their needs. We may put this in another way. 
Obviously all the workers in the aggregate cannot get in wages more 
than the value of the product, regardless of what their needs may 
be. Payment according to needs would then necessarily mean 
leveling down as well as leveling up toward equality of wages. 

Differences in wages would then be determined mainly by the 
number of persons dependent upon the wage-earner’s income. Men 
with large families would get wages higher in proportion as their fami- 
lies were larger than others. This would be a direct incentive for 
an increase in the birth rate, which assuredly is not what the world 
most needs to-day. In most advanced industrial countries it would 
be more advisable to pay people for having small families than to 
pay them for having large ones. 
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If workers were paid mainly according to the size of their families 
rather than according to their intelligence, training, experience, and 
industry, productivity of industry would be seriously reduced. This 
method would tend to remove the incentive for a worker either to do 
his present task well or to prepare himself for a more complicated 
task. Loafing on the job would’be particularly hard to prevent, 
since the manager of the industry would be in danger of losing his 
political popularity by discharging workers, and the basis of wage 
payment according to needs would prevent wage reductions for in- 
adequate performance of tasks. 

27. Favoritism and corruption. Under socialism great possibili- 
ties for harm to industry lie in favoritism and corruption of the 
political managers of industry. Nothing except absolute equality 
of wage payments for all grades of workers could prevent the men 
with control over wage payments from playing favorites. Those 
whom they liked they might promote. Those whom they disliked 
might be kept down. With possibly no alternative employment 
open to them, those who were unfairly treated would have no certain 
recourse for redress of their grievances. The dishonest man with 
power would find various opportunities for turning his power into 
dollars. He might promise wage increases at a stipulated price. 
He might manipulate the books of the industry, and charge up 
to cost of production funds appropriated to his own uses. Natu- 
rally there would be danger of detection, but this would not pre- 
vent favoritism and corruption to the great disadvantage of the 
people. 

28. New industries?— Taxation? A possible weakness of social- 
ism, in addition to the weaknesses already indicated, is the possi- 
bility that new industries might not develop. Suppose that one 
hundred years ago all countries which since have become industrially 
important had adopted socialism. Would the world be enjoying 
now the goods and services produced by the various industries that 
have been established during the last century, including railroad 
transportation, telegraph and telephone systems, products of the 
great electrical industries, the phonograph, the radio, and the auto- 
mobile, the great iron steamships? Possibly government enter- 
prise would have developed these new industries, but there is room 
for doubt. If a socialist state is to provide for the development of 
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new industries it must provide funds to employ inventors and re- 
search scientists; and it must be admitted that our governments at 
the present time are very niggardly in their appropriations for that 
sort of thing. 

Incidentally the socialist state would need to make many other 
“‘non-productive”’ expenditures just as present governments must. 
That is to say, it would need to provide goods and services 
that could not be sold at a price, —or ought not to be sold at a 
price, — such as lighthouses, elementary education, and the like. 
Our socialist state would therefore either have to tax its people just 
as our governments do to-day or levy a tribute on the state indus- 
tries. Ifit taxed the people the tax system might be quite similar to 
the tax systems of to-day, except that there would be no business 
property in the hands of the people to bear a part of the burden. 
Taxes on incomes and on commodities and consumers’ goods, such 
as houses and furniture, might therefore be heavier than now. 

29. Guild socialism. We have now noted in considerable detail 
the advantages and disadvantages of one brand of socialism. It 
is neither possible nor necessary to take up in detail in this book the 
various other brands. No other shade of socialism would be likely 
to have greater advantages or fewer disadvantages than the pos- 
sible socialist form of economic organization here outlined. Guild 
socialism is held by some to be distinct from state socialism. It as- 
sumes that each industry is to be taken over by the workers in that 
industry, and then run for the good of those workers, the former 
owners presumably being dispossessed without compensation for 
their property. There would be a number of monopolies in as many 
industries. Obviously there would be clashes of interest. If each 
monopoly were to be run in the interest primarily of its own workers, 
it would pay each group to restrict output and raise prices, to the 
disadvantage of each other group. This would have all the dis- 
advantages of private monopoly, such as we have in some industries 
to-day, except that the gains of monopoly would accrue to the rank 
and file of the workers instead of to a capitalist owner. Some 
supervision and control over these clashing monopolies would have 
to be exercised by some central agency acting in the interest of the 
people as a whole. Here, then, we should come back practically to 
the form of organization already discussed — a supreme director or 
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directory, with control over the director generals or directories of 
the various monopolistic industries. 

30. Difficulties of socialism if price system is abolished. If the 
socialist state proceeded to make further changes in the form of 
economic organization and the methods of distribution than those 
suggested in the foregoing discussion, the difficulties and weaknesses 
would in all probability be increased rather than diminished. If 
money and the price system were discarded, what could be substi- 
tuted for them? How would workers be paid? How would the 
quantity of the various products to be turned out be determined? 
Would the farmers receive instructions to grow just enough wheat to 
make just enough flour to make just enough loaves of bread, cakes, 
cookies, doughnuts, gingerbread, and the like to provide everybody 
with just enough of these various products to satisfy his needs? 
Would the doctors, the dietitians, the statisticians, the economists, 
the engineers, and the psychologists of the socialist state be compe- 
tent to determine the exact quantities of all things that ought to 
be produced to satisfy adequately the needs of all for everything 
that they ought to have, and to get these things produced in suf- 
ficient quantity with the land, labor, capital, and managing ability 
at their disposal, and finally to get them distributed among all the 
people in such a satisfactory manner that the people would not rise 
up in rebellion and consign all the government officials to the scrap 
heap? These questions will not be answered by the present writer. 
Let the reader inquire of the socialists how all this might be done. 
The questions are not here raised in any supercilious spirit, nor to 
cast discredit on the views of socialists, but to indicate the nature of 
some unsolved problems of socialism. 

31. Communism at present an impossible scheme. Concerning 
communism little need be said here. The problems of communism 
would be like those just suggested for socialism in the preceding 
section. Communism proposes that all produce according to their 
ability, and share in the products of industry according to their 
needs. ‘The communistic scheme cannot be more clearly illustrated 
than to liken it to the family, the income of which is more or less 
equitably distributed among the members in proportion to their 
needs, and irrespective of the earnings of the various members of the 
household. Communists have a pleasing vision of a nation, and 
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eventually the human race, as one big family, with each individual 
bringing home his pay check, or the goods he has produced, to be 
put into the common store, out of which all the members of this huge 
family would draw according to their needs. The probability of this 
plan’s working well may be suggested by a mathematical formula. 

Even within a small family there are quarrels and disagreements 
about the manner of producing the income and the manner of its 
disposal. The number of such possible quarrels grows much more 
rapidly than the number of persons in the family, since each addi- 
tional member of the family may disagree with every other member. 
The possibility of disagreement is represented by the formula 


X (X-1) 
2 


in which x represents the number of persons in the family. 

In a family of two there is just the chance of one quarrel at a time: 
2 times 1 divided by two equals 1. But if there are 100,000,000 in 
the family! Theoretically, at least, each of the 100,000,000 may 
disagree with the views of the other 99,999,999. The total number 
of possible disagreements would be 50,000,000 times 99,999,999. 
Assuredly, with such a family there would be no place like home! 
If this seems like treating a serious subject flippantly, it may be 
added that communism as a practical solution of our economic 
problems at the present time cannot be treated quite seriously in a 
serious book. As a possible ultimate solution some hundreds of 
years hence it may be adopted. There is not great likelihood that it 
can be applied in practice until the people as a whole, working with- 
out compulsion — either legal or economic — will produce a suffi- 
cient supply of all commodities so that all may take from the com- 
mon store all they need, each being left to judge largely for himself 
the extent of his needs. At present such a scheme would not work, 
because the people would produce too little and want to consume too 
much. Some might think that communism could be applied under a 
military dictatorship, the rulers resorting to compulsory labor and to 
arbitrary distribution of the product according to their conceptions 
of the people’s ability and needs. The difficulties of such a task 
seem insuperable, and the results distasteful, even if success were 
possible. 
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Inconclusion then, we may say that anarchy and communism alike 
are impossible. The one represents too little government and the 
other too much. The doctrine of laissez-faire has been abandoned 
as unsuited to modern conditions of industry. Socialism, while 
seeming to hold out attractive possibilities, has also serious draw- 
backs and weaknesses which make it seem not only undesirable but 
even dangerous. There is left only the socio-political theory of 
government as an acceptable basis of determining the limits of gov: 
ernment activities. 


EXERCISES 


1. Enumerate five distinct theories concerning the proper functions of govern- 
ment, and distinguish them from one another. 

2. Socialists maintain that the system of private business enterprise is waste- 
ful. State their case against it. 

3. Enumerate the fundamental causes of inequality of wealth and income 
under the system of private business enterprise. 

4, Under socialism would there be prices? money? wages? rent? interest? 
profits? Why or why not? 

5. Under socialism would every one be paid according to what he produced? 
according to what he needed? according to what he wanted? 

6. Under socialism would people in the long run have a greater abundance of 
consumers’ goods than under the system of private business enterprise? 
Why or why not? 

7. What seem to be the fundamental weaknesses of anarchism, communism 
and laissez-faire? 
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CHAPTER XXXVII 
THEORIES OF TAXATION 


1. Increasing government activities bring increasing government 
expenditures. In the United States, asin other advanced industrial 
countries, the socio-political, or social reform, theory of government 
has been accepted and applied in practice, with the result that gov- 
ernment activities have increased in number and government ex- 
penses have become very heavy. The nature of federal and state 
regulation of industry has been indicated in earlier chapters and 
need not be described here in detail. It will suffice to point out that 
every law providing for additional regulation of industry must pro- 
vide also additional government employees to administer and en- 
force it, and additional appropriations of public funds to cover 
salaries and other expenses involved in the execution of the law. 
Our local, or municipal, governments, have not been backward in 
following the example of the state and federal governments, and 
have, in fact, in some cases, gone further in their socio-political 
activities than the governments of the states and the nation. Our 
cities have experimented in government ownership in a variety of 
undertakings, mainly in the case of city-owned waterworks, but also 
in city ownership of street railways, electric light and power plants, 
gas plants, docks, wharves, ferries, and crematories. Moreover, 
they have carried the policy of free education far beyond merely free 
elementary education; they provide free high-school education, and 
provide even free education of college grade, as well as free libraries, 
free playgrounds, free museums, and in some cases free lunches for 
undernourished school children. Thus they prepare at public ex- 
pense thousands of young people for courses in colleges and uni- 
versities that are maintained at further public expense by the 
various state governments. 

The rapid growth of the cities brings the need for enormously 
costly public improvements, such as sewer systems, garbage-disposal 
plants, street paving, bridges, municipal buildings of various sorts, 
including city halls, police stations, fire-department stations, and 
above all an ever increasing number of public-school buildings. 
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2. Government expenditures will remain large. Naturally all 
this expansion in government activities is accompanied by a corre- 
sponding expansion in public expenditures. In 1915 the expenditures 
of the forty-eight States amounted to approximately $5 per capita; 
the expenditures of 146 of our largest cities averaged $34.50 per 
capita; and the expenditures of the Federal Government amounted 
to $7.50 per capita, or a total per capita for the persons living in 
these cities of $47, assuming that they all paid their ‘‘share”’ of state 
and federal taxes. This, be it noted, was in 1915, before the ex- 
penditures of the Federal Government were swelled by war costs 
and the expenditures of States and cities by the rising level of prices 
resulting from the war. During and immediately after the war 
these expenditures increased greatly, so that in 1921, it is estimated, 
total expenditures by all units of government in the United States 
amounted to about $80 per capita, or $400 for a family of five.! 
Since 1921 the Federal Government has pared down its expenses 
considerably, but States and cities, whose expenses grow out of 
peace-time projects, and are only indirectly affected by war, have 
done but little to cut down expenses, and have in some cases even in- 
creased them. New York City alone in 1925 spent about $70 per 
capita. The smaller cities, however, do not spend so much per 
person as New York City, and the average per capita expenditures 
for the country as a whole, including national, state, and local gov- 
ernment, ran in 1925 at about $70, or $350 for the theoretical family 
of five. We cannot here discuss in detail for just what purposes 
these sums have been expended. But the reader should at least 
note that cities ordinarily spend a great deal more per capita than 
the state and federal governments, and that economy in public 
affairs, which is so often urged, can avail but little if this important 
fact is overlooked, as it very commonly is. Economy in state and 
national government, even to the point of parsimony and impair- 
ment of useful public service, means only a few dollars per capita 
less than a fairly liberal policy of public expenditures. The truth of 
this becomes more apparent when one is reminded that a very large 
proportion of federal expenditures is for the support of the army 
and navy, and for interest on debts, pensions, and other expenses 
representing legacies from past wars. 


1 The foregoing statistics have been taken from Jensen, Public Finance, pp. 35-39. 
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Kconomies in city government may be made more substantial, but 
since a very large part of city expenditures represents outlays for the 
support of the school system and for essential city improvements, 
there does not seem to be much reason for believing that govern- 
ment expenses will be greatly cut down in the future. It is doubtful 
whether a program of economy in public expenditures carried much 
beyond the elimination of outright waste and “‘graft’’ would do the 
country more good than harm. However this may be, expenditures 
of federal, state, and local governments will continue to be large in 
the United States, and will be more likely to grow larger than to 
grow smaller in the years to come. 

3. Taxes are necessary. Governments that spend huge sums 
must necessarily obtain from some source huge revenues, or leave 
their bills unpaid ike common deadbeats. If the activities of the 
government involving these enormous expenditures resulted in the 
production of salable goods and services, the problem of public rev- 
enue might be easily solved by charging for these goods and serv- 
ices an average price that covered cost of production. It is thus 
that private business organizations make both ends meet. But, as 
we have already indicated, many of the services of the government 
are of such a nature that the direct beneficiaries of them cannot or 
should not be made to pay for them. It is indeed for this very 
reason that such activities become the proper functions of govern- 
ment. It is generally presumed, for instance, that a government by 
maintaining an army and navy benefits every one in the country by 
affording protection from foreign foes. But the exact value of this 
protection to any particular citizen is incapable of measurement. 
The government and Jones, the grocer, do not come to an agreement 
by virtue of which, in consideration of a given price per unit, the gov- 
ernment provides Jones with a given amount of army and navy pro- 
tection for his life and his grocery store. Even if Jones, the grocer, 
could and would, for a certain price, order a battleship anchored in 
the harbor near his store, or a regiment stationed at his door, he 
would get no more protection than Smith, the butcher, across the 
street, who might be a pacifist and as such refuse to have anything 
to do with army and navy. If the government is to protect some of 
its citizens, it must protect all. Again, many people, both poor and 
rich, would educate their children at their own expense, but many 


726 THEORIES OF TAXATION 


others either would not or could not spend enough money for teach- 
ers, schoolrooms, etc., to provide their children with the minimum 
amount of education that is necessary for public safety and public 
welfare in a democratic country. If we are to protect the educated 
against the votes of illiterate voters, the simplest and most desirable 
form of protection is a free public school system. For this reason, 
and for other good reasons, public schools are established and sup- 
ported at great expense. 

To defray the expenses involved in providing the people with 
various goods or services for which the beneficiaries either cannot 
or should not be compelled to pay as a condition of enjoying the 
benefit, governments must ordinarily resort to taxes. Taxes are 
compulsory payments made to the government by citizens for which 
it returns to them no particular good, or service, or exact guid pro 
quo. Hach tax payer pays not in proportion to benefits conferred 
upon himself alone, but pays whatever the government sees fit to de- 
mand of him for benefits conferred upon the public, including him- 
self. 

4. Government ownership and taxation. To the extent that the 
government produces marketable goods or services, or is otherwise 
able to make a direct charge for benefits conferred upon the persons 
benefited, it can avoid levying taxes. Three kinds of payments may 
be considered under this head — prices or rates, fees, and special 
assessments. Whena government owns and operates a postal serv- 
ice, a railroad, or a street railway, it has marketable services for 
sale, and may operate these enterprises upon the principle of a 
private business enterprise. Naturally, the more extensively 
the government is engaged in business operations of this kind, the 
larger proportion of its revenue it can raise by such means. But un- 
less these enterprises are operated at a profit, they involve as much 
additional expense as they return in revenue, and do not, therefore, 
reduce the amount which the government must collect in taxes to 
pay for other services which it renders to the public. Let us note 
more closely the relation of such revenue to taxes. 

In two important respects government enterprises differ from 
private business enterprise. In the first place, the government 
usually has a monopoly and is therefore able to charge a monopoly 
price, which may be considerably above the cost of production and 
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therefore a profit-yielding price. In the second place, government 
monopolies more often than not depart from the established rule of 
unregulated private monopoly, of charging the price that yields the 
greatest net gain, because they have in view other purposes than 
maximum profit. The various purposes that the government may 
intend to achieve by its monopoly lead to various price policies, and 
the particular price policy followed indicates the purpose of the 
government. 

If the monopoly price is so fixed that it is calculated just to cover 
cost of production it indicates that the enterprise is operated by the 
government under the assumption that government operation is on 
the whole more desirable than private operation. If the enterprise 
neither makes a profit nor suffers a loss it does not affect the amount 
of money which the government must raise by taxation, but it re- 
duces the number of taxpayers by removing this particular industry 
from the list, and thereby makes taxation heavier on the remaining 
private enterprises. 

If the price is fixed below cost of production, the government 
loses money through the enterprise, and must make good this loss by 
collecting additional taxes from the remaining private enterprises. 
Such a price policy, if deliberately entered upon and not the result of 
incompetent management, indicates that the purpose of the govern- 
ment is to provide consumers with the service at less than cost in 
order to stimulate its use in the interest of public welfare. Losses 
sustained by some branches of our postal service indicate that this 
policy is being pursued, although on the whole the post office is not 
run at a great loss, and seems to be intended to pay its way. Muni- 
cipal electric light and power plants and the like are ordinarily 
operated with the purpose of merely covering costs, and not with 
the intention of making a profit or of providing services at less than 
cost to stimulate consumption. Of course, the purpose in view is 
not always realized, and a loss may result. 

If the price charged is considerably above cost of production, so 
that the government enjoys a substantial profit year after year, it 
may be assumed that the purpose of the government is to use the 
monopoly as a disguised means of taxation. Unless in this case 
the government profits come from management superior to private 
management, rather than from prices higher than consumers would 


728 THEORIES OF TAXATION 


pay for the service if the enterprise were in private hands, or unless 
the enterprise in private hands yielded large profits, it can hardly be 
said that the profits of the government reduce the amount it must 
raise by taxation. The excessive monopoly price charged itself 
represents taxation by the amount it exceeds cost of production plus 
a fair profit. Various industrial monopolies have been used by 
European governments for the purpose of monopoly profits, or 
taxation; for example, the tobacco monopoly in France. How- 
ever, the government may charge a high monopoly price, not pri- 
marily to raise revenue, but to repress consumption of a harmful 
product, as in the case of the alcohol monopoly in Switzerland. 
Which of these two purposes is the dominant one may be deduced as 
follows: If the price is just high enough to yield maximum monopoly 
gains, the primary purpose is profit. If the priceis obviously higher 
than this, so that profit is cut down by the very high price, the pri- 
mary purpose is repression of consumption. 

5. Government ownership is not likely to reduce the amount 
raised by taxation. We must conclude from the foregoing discus- 
sion, that extensive government ownership and operation of in- 
dustries is not likely to reduce the amount of money the government 
must raise by taxation, and may in fact increase it. Furthermore, 
the more industries there are operated by the government, the fewer 
industries there are left in private hands to bear the burden of taxa- 
tion, and the higher becomes the rate of taxation on the remaining 
private enterprises. We must, however, qualify this conclusion by 
noting the possibility of the government’s taking over private in- 
dustries operating at a great profit, possibly private monopolies, and 
continuing to operate them as government enterprises, with equal 
or greater efficiency, at equal or greater profit, or the possibility of 
the government’s taking over private enterprises not operating at a 
profit, and by greater efficiency of management making them yield a 
profit, without raising prices to the consumer. But there is little 
in the history of government ownership and operation to indicate 
that this qualification substantially alters our general conclusion. 

6. The nature and importance of fees. Fees have been defined 
in various ways. A recent definition refers to them as “compulsory 
contributions exacted by the State to cover a part or all of the cost 
of doing something required by the presence and activities of a 


THEORIES OF TAXATION 729 


special class, or from which the fee-payer receives or is presumed to 
receive a special benefit, in addition to the general benefit which is 
the justification for the State’s performing the service.” ! 

From this definition it might appear that fees are like taxes in 
being compulsory, and like prices or rates in that the payer gets a 
special service from the government when he pays the fee; and in 
general thisis true. Yet the element of compulsion in some kinds of 
fees is not much, if any, greater than in some kinds of prices. The 
government, for example, has a monopoly of the postal service, and 
also of issuing marriage licenses. If one mails a letter he must per- 
force buy a stamp from the government — and if one gets married 
he must pay a fee for a marriage license obtained from the govern- 
ment. One need not, of course, mail a letter, and neither need one 
get married, so in neither case is compulsion absolute. Again, a 
dairyman who pays a fee for having his herd inspected — against 
his will, perhaps — and then has half his dairy cows slaughtered to 
his great loss, may feel that his direct benefit from the service is 
rather small, or possibly nonexistent. But we need not linger here 
over niceties of definitions. It will suffice for our purpose to note the 
general nature of fees and to point out their place in a system of tax- 
ation. They have played no inconsiderable part in our economic 
and political history, and have been used particularly as a conven- 
ient means of paying the salaries of public officials, such as county 
assessors, clerks, sheriffs, constables, jailors, customs and consular 
officers, inspectors, and the like. The total amount of fees collected 
by federal, state, and local governments in the United States 
aggregates tens of millions of dollars annually. The exact amount 
is unknown because no accurate records of such payments are kept 
by all governments. We may say, however, that as compared with 
receipts from taxation, fees constitute a minor source of revenue. 

Because of abuses that accompanied the fee system as a method 
of paying public officials for their services, it has become customary 
to pay nearly all these officials stated salaries, and to turn the fees 
into the form of cash revenue for the government along with taxes. 
Fees are in fact merely one form of taxes, particularly when they 
more than cover the cost of the service rendered, and will continue 
to be collected for the reason that they are a very convenient form, 


1 Jenson, Public Finance, p. 112. 
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and fit in with a great practical maxim of taxation — political 
expediency. Since the government needs the revenue, why not 
collect as much as possible from persons who at the time of payment 
receive a benefit that takes some of the sting out of the necessity of 
paying? Because men are less likely to grumble at governments if 
they receive some sort of benefit when they pay government expenses 
than when they receive no direct benefit, we may expect to continue 
paying fees for such services as having deeds recorded, marriage 
licenses issued, trade marks registered, and the like, and in many 
cases paying more than it costs the government to provide the 
service. 

7. Special assessments; a satisfactory form of revenue, but sub- 
ject to abuse. Special assessments represent a particular kind of 
fee, but they are so important that they are put in a class by them- 
selves by writers on public finance. They are payments made to the 
government by owners of real estate to cover part or all of the costs 
of public improvements which may be presumed to increase the 
value of the property by more than the amount of the assessment. 
Paving a street, for instance, may increase the value of each lot fac- 
ing that street $1000, while the total cost of paving may not exceed 
$500 per lot. There results a clear gain for the property owners even 
if they pay the whole cost of paving, and in addition there is a gain 
for the public, which enjoys the use of the paved street. In such 
cases, however, the city may assume part of the cost, particularly 
the cost of paving street intersections. Often special assessments 
are in the nature of voluntary payments, the property owners 
mutually agreeing to have the improvement made, and asking the 
city to undertake it. But sometimes the property owners may be 
compelled to pay for improvements which they do not desire either 
because they find it inconvenient to pay or because they consider 
the improvement worth less than the cost. 

On the whole, special assessments are a most satisfactory form of 
revenue — a painless form of taxation; they give the payer value re- 
ceived and provide the public with costly improvements at small 
expense. But when property owners are assessed for improvements 
that do not improve, or increase, the value of their property, spe- 
cial assessments become a most unjust and discriminatory form of 
taxation. Examples of this sort are not uncommon, and grow out of 
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either unwise projects or unscientific distribution of assessments. 
For instance, a certain farmer was assessed $1 an acre on his land as 
his part of the cost of paving a mile of road from a certain small city 
in Kansas, which we shall call A, to another small city, which we 
shall call B. But this farmer’s most direct road to A did not run 
through B, nor did his most direct road to Brun through A. There- 
fore he rarely used the mile of road between A and B,and whether or 
not it was paved was a matter of indifference to him. In this case, 
as in many other cases, not only was the property abutting on the 
improved road assessed but other property within a certain distance 
was also assessed, at a lower rate, under the assumption that it was 
somewhat increased in value by the improvement. 

8. Canons or principles of taxation. Aside from the problems 
presented by dishonest or incompetent public officials, no grave 
problems arise in connection with the payment of prices or rates, 
fees, and special assessments. For such payments the payer usually 
recelves a special benefit which represents a full equivalent for the 
sum he pays. There may be differences of opinion in respect to the 
extent of the government’s activities, but in so far as these activities 
are paid for by prices, fees, or special assessments, the payers are 
treated more or less alike, and discrimination is the exception rather 
than the rule. Comparatively few have reason to complain of in- 
justice — of being compelled to pay more than their rightful share. 
It is in connection with the payment of taxes that the gravest pro- 
blems in public finance arise. 

It is not difficult to lay down general principles or canons in ac- 
cordance with which tax laws ought to be framed. Adam Smith’s 
canons of taxation, although laid down a hundred and fifty years 
ago, are still much quoted, and have not been excelled. According 
to Smith, taxes ought to be levied in accordance with the principles 
of equality, certainty, convenience, and economy. Obviously these 
are good principles with which every one ought to agree. Consider 
them briefly. Provisionally let us assume that taxes are levied in 
accordance with the principle of equality or justice when no one 
pays either more or less than his fair share of taxes. By certainty 
is implied that the amount, the time, and the manner of payment 
ought to be made clear to the contributor. It is obvious that if 
these things are not made clear and plain the taxpayer is not only 
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unable to arrange his business affairs to pay the tax, but he may 
also be left to the mercy of dishonest tax collectors, who may take 
from him any sums that they see fit to demand. By convenience is 
implied that the time and place of payment should be arranged as 
far as possible to suit the convenience of the taxpayer. He should 
not, for instance, be compelled to journey long distances to pay his 
taxes when he might just as well make the payment at an office near 
his home, or be compelled to make such large lump sum payments 
at some particular time as to disrupt his business. By economy 
Smith meant that ‘‘ every tax ought to be so contrived as both to take 
out and to keep out of the pockets of the people as little as possible 
over and above what it brings into the public treasury of the State.” 

Surely no right-minded person having public welfare at heart, 
would urge that taxes be levied otherwise than in accordance with 
these principles: that they be levied, instead, according to the 
canons of inequality or injustice, uncertainty, inconvenience, and 
extravagance. Yet in actual practice our systems of taxation un- 
fortunately often approach the second set of principles more nearly 
than the first. Various causes contribute to this result, including 
the selfishness, dishonesty, and ignorance of both public officials and 
taxpayers. Even if all public officials and taxpayers were unselfish, 
honest, and well-informed, it would still be difficult to bring the 
system of taxation into conformity with Smith’s canons, partly be- 
cause there is some conflict among those canons themselves, and 
partly because there are differences of opinion in respect to the kinds 
of taxes that would most nearly conform to the various canons, 
particularly the canon of justice. To illustrate, the most economical 
tax may not be the most convenient, or the most just, and what for 
good reasons seems to one person to be justice in taxation may for 
apparently equally good reasons seem to another to represent in- 
justice. 

In the United States, as in other advanced countries, certainty 
and convenience in taxation are fairly well achieved, because they 
do not conflict seriously with other principles of taxation, and be- 
cause comparatively few people have any selfish interest to serve by 
making taxes either uncertain or inconvenient. But it is otherwise 
with justice and economy, which may be in conflict with each other, 
and in conflict with two other principles of taxation that are not 
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included in Smith’s four canons — namely, fiscal adequacy and 
political expediency. And in respect to justice, many persons have 
a selfish interest in throwing that canon overboard. 

9. Justice in taxation. Most of the discussion of taxation centers 
around the two questions of how much money ought to be raised by 
taxation and how the burden of taxation ought to be distributed 
among the people. Since the amount of money that must be raised 
by taxes depends upon the cost of the services performed for the 
people by the government without charge or at less than cost, this 
question is one largely of the proper functions of government, a 
subject discussed in the preceding chapter. The question of the 
amount of money that must be raised by taxation is, however, 
closely related to the question of the distribution of the burden 
among the people, by reason of the fact that the larger the amount 
grows, the greater becomes the proportion of the burden that must 
necessarily be borne by those having the greatest ability to pay — 
the rich. Not only is there this necessary relation, but there is the 
further relation that those who advocate a wide range of activities 
for the government in the interest of public welfare are usually of the 
opinion that it is in the interest of public welfare to tax the rich more 
heavily than the poor, in order to promote a greater degree of equal- 
ity in wealth and income. The question of justice in taxation is 
therefore an important one, and it is well worth while to consider 
according to what principles taxes should be levied upon the people 
in order to achieve justice in the distribution of the burden; or, in 
other words, to compel everybody to pay his fair share. 

It will be convenient to begin with Adam Smith’s statement of 
what constitutes equality or justice in taxation. Smith stated in 
one of his much-quoted four canons of taxation that ‘‘the subjects 
of every State ought to contribute toward the support of the govern- 
ment as nearly as possible in proportion to their respective abilities; 
that is, in proportion to the revenue which they respectively enjoy 
under the protection of the State.’’?! The reader may note that in 
this canon both ability to pay and benefit, in the form of revenue en- 
joyed under the protection of the State, are named as proper bases 
for taxation. One may conclude that Adam Smith believed that a 
man’s ability to pay taxes varied directly in proportion with his in- 

1 Wealth of Nations, book v, chapter 2. 
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come, and therefore in proportion with the benefit he received from 
the government whose protection made his income possible. One 
must bear in mind in this connection that in Smith’s day the activi- 
ties of the government were nearly all concerned directly or in- 
directly with the function of protecting the life and property of its 
people. . 

Since the time of Adam Smith there has been some controversy 
between those who hold that taxes should be levied according to 
benefits received from the government, and those who believe that 
taxes should be levied according to ability to pay; and these two 
theories of taxation have been held to justify differences in the dis- 
tribution of the burden of taxation. Both parties to the controversy 
are able to quote Smith in support of their respective theories. Let 
us note the implications and the difficulties of the two theories, and 
see which of the two can be the more readily applied in practice. 

10. The benefit theory not workable in practice. Under the 
benefit theory taxpayers would pay roughly in proportion to the 
benefits which they receive from the government. If the govern- 
ment did nothing except protect life and property, it would be a 
reasonable assumption that all citizens benefited equally in respect 
to protection to life, and benefited from protection to property in 
proportion to the amount of property that they owned or the income 
that they received. It might be held, therefore, that equality or 
justice in taxation would be achieved when each citizen paid a uni- 
form capitation tax, to pay for protection to his life, and in addition 
a property tax based upon the amount of property he possessed, or 
an income tax based upon the amount of income he received. 

Even under these simplified conditions there would be abundant 
room for controversy. Does the poor man receive more or less 
benefit in the way of protection to life than the rich man? One 
might argue that the rich man is amply able to protect himself by 
hiring armed retainers, but that the poor man would have to depend 
upon himself alone. Another might argue that no one is likely to 
rob or kill a poor man, whereas the rich man is in constant danger of 
being robbed or killed. Then, the argument might be advanced that 
a bachelor receives protection for only one life, his own, but a mar- 
ried man with ten children receives protection for twelve lives, and 
should therefore pay twelve capitation taxes as against the bache- 
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lor’s one—and it would be difficult to refute this argument. Then 
there is the question of whether benefit is measured better by the 
amount of property owned, or by the income received, or whether 
perhaps both together represent a better measure of benefit received 
than either one alone. Concretely, does a landowner with an annual 
income of $10,000 from $200,000 worth of land receive the same 
benefit as a doctor with an income of $10,000 from his practice, or 
does he receive more, and if more, how much more? 

Here are indicated some of the difficulties of applying in practice 
the benefit theory of taxation, though these alone are not any greater 
than similar difficulties encountered in applying the ability theory, 
as we shall see ina moment. But there are some difficulties that 
seem insuperable. Under modern conditions the government does 
much more than protect life and property. It undertakes to provide 
the people with goods and services which many cannot pay for and 
so would not enjoy, except as a gift from the State. The poor cannot 
or will not, for example, pay the full cost of properly educating their 
children. It is precisely for this reason that we establish public 
schools. Now according to the benefit principle, people would pay 
taxes in proportion to the number of children they had in school — 
and the poor have more children per family than the rich. There 
are other similar cases. Here, then, we find the advocate of the 
benefit theory in a dilemma. He would have the poor pay for the 
full cost of educating their children in the schools established by the 
government because the poor cannot pay for the full cost of educat- 
ing their children. He might try to save his theory by the assump- 
tion that the rich benefit more from the education of the children 
of the poor than do the poor themselves, and may therefore pay 
the taxes that support the schools. Similarly, he might reason 
that people outside of the poorhouses benefit more from supporting 
paupers than the paupers benefit from being supported, but this 
draws the argument out rather thin. 

We must conclude that under a government which applies the 
socio-political theory of the proper functions of government, as prac- 
tically all governments do to-day, the benefit theory of taxation is 
untenable. As a means of achieving abstract justice possibly a 
case can be made out forit. But as a basis of taxation to achieve 
the present aims of government it is inadequate, and must be aban- 
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doned. If taxation according to benefits conferred means justice, 
then we of the twentieth century may say with the old offenders 
before the judge in court: ‘‘ Justice is the last thing we want.” 

11. The ability theory; Is ability to pay measured by income? 
The ability theory of justice in taxation is a more workable theory, 
but it has some difficulties of its own. First we have the problem of 
finding the proper measure of ability to pay, and second we have the 
problem of deciding whether or not the ability theory should be un- 
flinchingly applied once the proper measure of ability is logically 
determined. Since all taxes, except inheritance taxes, are ordinarily 
paid out of income, either directly or indirectly, and since it is 
ordinarily the intention of the government and to its best interest 
that they should so be paid, we may consider the question of ability 
to pay in relation to income enjoyed. Every one would agree that 
generally speaking one’s ability to pay taxes is closely related to the 
size of one’s income, but every one will not agree that the ability of 
taxpayers to pay varies directly in proportion to their respective in- 
comes. More concretely, there are some who hold that Grey’s 
ability to pay may be less than Brown’s, although they have in- 
comes of the same size, and that Grey’s ability may be less than half 
that of Jones, although his income is fully half as large. The 
reasons for this point of view we may bring out by answering the 
following three questions: 


‘(1) Do all kinds of incomes of the same size represent equal ability to pay? 

(2) Do all men with equal incomes of the same kind have equal ability to 
pay? 

(3) Does any particular man’s ability to pay increase directly in propor- 
tion to his income? 


All reasonable men can agree upon the answers to these three 
questions, regardless of their theories of the proper functions of 
government. In all three cases the logical answer is no. Let us see 
why. 

12. All incomes of the same size do not represent equal ability to 
pay. Consider first the question, ‘‘Do all kinds of income of the 
same size represent equal ability to pay?” 

Grey has a salary of $2000 a year, and no other income; Brown 
has a salary of $1000, and receives an income of $1000 a year from a 
farm that he owns, worth $20,000. Grey and Brown, therefore, have 
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equal incomes, and will have, let us assume, so long as both retain 
their positions, Grey, having no accumulation of property, must 
save part of his income for old age, or to provide for his dependents 
— let us say $500 a year. This leaves him $1500 a year on which to 
support himself and his family. Brown figures that his $20,000 
farm with its income of $1000 provides him with ample security 
against want in old age, and he can therefore spend his whole $2000 
income. Now it is obvious that Brown’s ability to pay taxes is 
greater than Grey’s. We must conclude, then, that incomes of the 
same size, if different in kind, do not always represent equal ability 
to pay, and that if we proceed to tax all kinds of income at the same 
rate, we are not applying the ability theory of taxation. This fact 
is now generally recognized, and in drafting income tax laws pro- 
vision is often made to tax ‘‘earned”’ incomes at a lower rate than 
incomes from property. This is referred to as the principle of 
“differentiation.” 

13. All men with equal incomes of the same kind do not have 
equal ability to pay. Consider next the question, ‘‘ Do all men with 
equal incomes of the same kind have equal ability to pay?” 

Black is an unmarried man, and earns $2000 a year, on which he 
lives very comfortably. He has no other income. Blue also earns 
$2000 a year, and has no other income, but has a wife and ten chil- 
dren, the children all being under fifteen years of age. He finds it 
quite difficult to pay his rent and his grocery bill, and to keep him- 
self and his family in clothes. Proper medical and dental attention 
for his children would alone require five to ten per cent of his wages, 
but this, like many other things he ought to have, is beyond his 
means. Obviously his ability to pay taxes is less than Black’s. 
Married men with families to support have less ability to pay taxes 
than single men with equal incomes of the same kind. 

Income tax laws usually take this fact into consideration by tax- 
ing persons with dependents somewhat less heavily than persons 
without dependents. This is ordinarily accomplished by the 
‘principle of exemption.” That is to say, a certain part of a mar- 
ried man’s income is free from taxation, and the amount of income 
exempt increases with the number of dependent children. If in- 
comes below a certain size are not taxed even in the case of single 
men, as is usually the case, then the married men enjoy a somewhat 
higher exemption than others. 
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14. Ability to pay increases more rapidly than income. Turn, 
now, to consider whether or not one’s ability to pay taxes increases 
directly in proportion to one’s income. We have already indicated 
that it does not. Ability to pay increases more rapidly than in- 
come. If one man has an income of $1000, and another an income 
of $100,000, the first does not have one per cent as much ability to 
pay as the second. If, for instance, the rate of taxation were ten per 
cent of the income in both cases, the first would pay $100 in taxes, 
and have $900 left for himself, and the other would pay $10,000 in 
taxes and have $90,000 left for himself. Obviously a man with 
$90,000 has more ability to pay taxes than a man with $1000; there- 
fore, the rich man has more ability left to pay after he has paid his 
ten per cent than the poor man has before he has paid anything. 
The fact that ability to pay increases more rapidly than income is 
now usually recognized in income taxes by making the rate higher 
on large incomes than on small incomes. This is referred to as 
the “principle of progression.” 

15. Startling results of the ability theory unflinchingly applied. 
The ability theory of taxation, as we have shown, justifies a higher 
rate of taxation on income from property than on earned income; 
heavier taxation of men without dependents than of men with de- 
pendents, their incomes being the same; and a higher rate on large 
incomes than on small incomes. It justifies, in other words, dif- 
ferentiation between earned income and other incomes, exemption 
for dependents, and a progressive rate that taxes large incomes more 
heavily in proportion to their size than small incomes. 

We have not up to this point considered the further question, of 
the degree of differentiation, the amount of exemptions, and the 
rate of progression required to apply the ability theory in a 
thoroughgoing way. When we consider this subject carefully we 
arrive at startling conclusions. Begin, for the sake of convenience, 
with the assumption that two men have incomes of the same kind, 
and are in the same position with respect to dependents, but that one 
has an income of $10,000, and the other an income of $100,000, and 
try to arrive at a logical conclusion through deductive reasoning as 
to their respective abilities to pay taxes. There is good reason for 
assuming that as long as the one has more income than the other, he 
has more ability to pay taxes. It follows that a man with a $100,000 
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income can afford to pay $90,000 in taxes better than one with a 
$10,000 income can afford to pay $1, since after he pays $89,999, he 
still has $10,001 left, which is more than the other man has, and 
therefore still represents greater ability to pay, by the amount of $1. 

This example points clearly to the rate of progression, the rate of 
differentiation, and the amount of exemption, that the strict appli- 
cation of the ability theory of taxation requires. Our starting point 
is the total amount of money to be raised by taxation. This being 
determined, we begin to collect it from the men with the highest 
range of incomes, say incomes in excess of $1,000,000, taking, let us 
say, all the income these men have in excess of that amount, with the 
exception of making some allowance for earned income and depend- 
ents. If the revenue thus yielded is not enough, we tap the incomes 
lower down, taking that part of all incomes in excess, say, of $900,- 
000, or possibly $500,000, or if necessary all that part of all incomes 
in excess of $10,000. In no case should we tax any one who has a 
smaller income before being taxed than any one else has left after 
being taxed. In other words, we should arrange all incomes in order 
from the lowest to the highest, and then we should chip off what 
revenue we need from the highest, leveling down as far as necessary 
to get what revenue we require. 

Leaving out of consideration modifications concerning earned in- 
comes and dependents, an income tax framed according to the abil- 
ity theory would be quite simple, reading, for example, as follows: 

“‘Hivery individual shall pay in taxes that part of his income in 
excess of $10,000, and no one with an income not in excess of $10,000 
shall be required to pay any income tax.’ 

This general provision would, however, have to be modified in 
accordance with the principle of differentiation and exemption, so 
that those having only earned incomes and those having dependents 
would not be taxed so heavily as those having incomes from property 
and those not having dependents. For example, if all income in 
excess of $1000 is to be taken in taxes, this would refer only to all in- 
come in excess of $1000 received by those having income from 
property, and having no dependents. Grey, of our earlier example, 
with an income of $2000, all earned, needs to lay aside $500 for old 
age. Brown, with an income of $2000, of which $1000 is from 
property, needs to lay aside nothing more for old age. Accordingly 
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we take all of Brown’s income in excess of $1000, but only half of 
Grey’s income in excess of $1000. This leaves both of them with 
$1000 to live upon. This assumes that neither has any dependents. 
If, now, in addition to having to save $500 a year for old age, Grey 
has two small children dependent upon his salary, and it costs him 
$500 a year to support them, we cut down his tax by an equal 
amount. This leaves him no tax to pay. 

16. Why a man with $100,000 has more ability to pay $90,000 in 
taxes than a man with $1000 has to pay $1. Some might take excep- 
tion to the reasoning here employed. They might hold, for example, 
that the rich man with an income of $100,000 a year does not have 
more ability to pay additional taxes after he has already paid, let us 
say, $90,000, than the poor man with an income of $1000, who has 
paid none, in spite of the fact that the rich man would still have 
$10,000 untouched be the tax collector, as against the poor man’s 
$1000. 

It might be urged that after the rich man had given up ninety per 
cent of his income, an additional sum taken from him would mean a 
greater sacrifice for him than the first few dollars would mean for the 
poor man. ‘To carry out the leveling-down program unflinchingly 
would deprive the rich man of many things to which he had become 
accustomed and would interfere with his whole manner of living. 
To take from him $99,000 would leave him relatively much worse 
off than the poor man, although each. had still the same income. 
That is perfectly true, but it is true only: because the rich man has 
become accustomed to a luxurious standard of living. But this 
would be merely a temporary result. If the tax remained in effect, 
the rich man would gradually become accustomed to a less extrava- 
gant style of living and would no longer feel the sacrifice so keenly. 
Just as custom and habit extending over several years make luxuries 
seem necessaries, SO in several more years they may make what 
were once apparent necessaries seem luxuries with which one may 
dispense quite easily. Fundamentally the conclusion we reach 
above is not shaken by this particular argument. So long as any 
man has more than a given amount of income untouched by the 
tax collector, he has more ability to pay additional taxes than any 
man who has less, regardless of how much either has already paid, 
making due allowance for differences between earned and unearned 
income, and for dependents. 
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17. Why the ability theory ought not to be applied in a thorough- 
going way. Now, taxation according to the ability theory thus un- 
flinchingly applied would strike most people as unjust and absurd. 
Whether or not it would be so we need not stop to consider. What 
is more to the point, so far as we are here concerned, is that it would 
be unwise and inexpedient. It would assuredly have various un- 
desirable results. 

The poor — that is, the great mass of the people — would under 
this system be almost entirely, or quite, exempt from taxation. 
They would thus be in a position, at least temporarily, to enjoy all 
the benefits of government with little or no direct sacrifice of in- 
come. They would thus tend to favor a wide extension of govern- 
ment activities, and broader benefits to themselves, including such 
things perhaps as free transportation, free houses, and free meals. 
They would seem to have nothing to lose and everything to gain by 
heavier taxation and greater public expenditures. The burden of 
taxation would tend to grow heavier and heavier, until the tax 
collector would begin to level incomes down so low that the majority 
of the voters would feel the burden. This might bring a halt. 

Meanwhile the heavy burden on the rich would have tended to 
play havoc with business enterprise, since most of the new capital 
put into business comes from the incomes and savings of the wealth- 
ier classes. The rich would have little to invest to expand their 
business. Furthermore, they would have little incentive to make a 
success of their enterprises, knowing that all income except a moder- 
ate sum, or at least all above a certain sum, would be taken by the 
tax collector. In the end the poor as well as the rich might be 
ruined by such a method of taxation, through the dissipation of the 
capital of the country. 

18. Ability theory may be made the basis of differentiation, 
exemption, and progression. We cannot with good results apply the 
ability theory in the thoroughgoing way suggested, but we need not 
on that account abandon it altogether as affording a satisfactory 
basis of taxation. The ability theory justifies our three principles of 
differentiation, exemption, and progression. These principles should 
therefore be applied in practice, but not so rigorously as to defeat 
their very purpose — the improvement of social conditions. To tax 
income from property more heavily than earned income is quite 
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proper. But to tax it so much more heavily that accumulation of 
property is discouraged is against sound public policy. To tax men 
with large families more lightly than men with small families, or no 
families, is desirable; but to make the difference so great as to en- 
courage the rearing of large families is socially inexpedient. Until 
we find some better way of putting a curb on the growth of popula- 
tion, it is well to let the burden of large families rest heavily upon 
those who are responsible for them. To tax the incomes of the rich 
at a considerably higher rate than the incomes of the poor is not only 
humane, but socially desirable, within reasonable limits. But be- 
yond a certain limit, which is a debatable one, we should not go. It 
does not seem possible by deductive reasoning to arrive at the exact 
degree of discrimination in taxation that will give the best results. 
That is a matter which can be determined, if at all, only by experi- 
mentation. Incidentally we may remark that advocates of taxation 
directly in proportion to income received, criticize any kind of pro- 
gressive taxation on the grounds that once you depart from exact 
proportionality, you are adrift in the sea of taxation without rudder 
or compass. ‘To this we may answer that so long as we manage to 
drift approximately in the right direction it is better to drift than to 
sail, equipped with rudder and compass, in the wrong direction. 
19. Plucking the goose with the least amount of squawking. 
Both the ability theory and the benefit theory of taxation represent 
an attempt to achieve justice in taxation. But, as we have seen, the 
benefit theory cannot be applied in practice under modern condi- 
tions, and the ability theory cannot be applied without serious 
modification. It does not seem possible, in fact, to find a workable 
theory of taxation that achieves exact justice for all classes of the 
population. A modified ability theory approaches the ideal of 
justice as nearly, perhaps, as any other theory. But there is a nar- 
rower sense in which we should certainly strive for justice. Under 
similar circumstances and conditions, all persons with incomes of 
the same size of the same kind, ought to pay the same amount of 
taxes. This sort of justice may be roughly attained under a good 
system of taxation, and any great departure from it is an abomina- 
tion. Of such abominations we in the United States have plenty. 
There is one interesting theory of taxation which would not even 
attempt to achieve justice but would make its guiding principle 
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political expediency. Governments, according to this theory, would 
collect their taxes in such a way as to cause the least opposition, 
or as it has been aptly put, they would pluck the goose with the 
minimum amount of squawking. This rather cynical theory has not 
a great many open friends, but there are many politicians who love 
it in secret. One might say that a variation of this theory is to 
pluck the geese that can put up the least successful resistance. 
These may be either the rich or the poor, depending upon the 
nature of the government in power. 

20. Can we tax posterity? The question of justice is sometimes 
debated in respect to the proper distribution of the burden of taxa- 
tion between the present generation and posterity. This is par- 
ticularly likely to receive attention at times of unusually heavy 
expenditures, as in war-time, or when expensive public improve- 
ments are being made, such as paved roads. It is then often urged 
that posterity as well as the present generation has been benefited 
by these expenditures and should be compelled to share the burden. 
It is commonly assumed that posterity can be made to pay its fair 
share of the burden if part of the cost is met by means of government 
bond issues instead of by taxation. If the bonds are long-term 
bonds, taxpayers of later generations will continue to pay interest on 
them until they mature, and will be compelled to pay off the prin- 
cipal of the loan when it becomes due. 

Now, while it is perfectly possible to make taxpayers of future 
generations pay interest on bonds and the principal when it becomes 
due, it does not follow that posterity is thus made to bear the burden 
of the war, or the public improvement, or what not, and that the 
present generation is freed from the burden. We should bear in 
mind that roads are paved with concrete, bricks, asphalt, and the 
like, in the production of which posterity gives us no aid. Wars are 
fought with guns and ammunition, and other war materials and 
supplies, and these do not come from posterity. The assumption 
that bond issues throw upon posterity the burden of providing these 
things for us is based upon the shallow thinking on economic ques- 
tions that is common among people who have not made a system- 
atic study of economic principles. 

Let us consider, now, under what conditions, if at all, posterity 
can be made to share the burden of present expenditures by means 
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of borrowing, or bond issues. When we borrow from, or sell the 
bonds to, our own people, and use the proceeds to buy goods and 
services in our own country, we do not pass the burden on to poster- 
ity at all. The whole burden falls upon the present generation. In 
this case, the government obtains money from the sale of the bonds, 
and with this money buys the materials, supplies, labor, and so on, 
that it requires for carrying on its enterprise. This reduces by just 
so much the materials, supplies, labor, and so on, left available to 
supply the present generation at the present time with the various 
goods and services it may enjoy. What the government uses in 
prosecuting its activities cannot of course also be used by the people 
for their own purposes. If the government should raise its money by 
taxation, in the same amounts, the resulting burden on the people 
would be the same, no greater and no less. The more money the 
government raises, and the more things it buys up out of the total 
available supply, the less is left for the people. Now, since govern- 
ments can ordinarily raise greater sums by borrowing than by taxa- 
tion — because people would rather lend to the government at 
interest than to give up money in the way of taxes — borrowing 
tends to increase the amount which the government has available for 
spending, tends to increase the total quantity of goods and services 
which it may use for government purposes, and tends, therefore, to 
reduce the amount of goods and services available for the people for 
other than government purposes. It makes possible, let us say, the 
building of state capitals and the paving of roads on a more extensive 
scale than could be financed by taxation. These permanent im- 
provements are built wholly at the cost of the present generation, 
but remain for posterity toenjoy. Borrowing by means of long-term 
bond issues, far from throwing a part of the burden on posterity, 
then, merely tends to increase the burden on the present generation, 
which is thus deprived, for the benefit of future generations, of en- 
joyable goods and services. This may be not an undesirable result, 
but we should not deceive ourselves into thinking that posterity has 
supplied the building materials and labor which we have sacrificed 
for posterity. 

But, one may ask, what about those interest payments on the 
bonds and the principal that must be paid at maturity? Certainly, 
it may be urged, posterity does pay them. Quite true, taxpayers 
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of future generations must meet these payments. But note that 
the payments are not made to us who have sacrificed and labored 
that the improvements might be made or the war fought success- 
fully. Posterity makes these payments to itself! And what it pays 
is just balanced by what it receives. Among the people of the next 
generation are some so fortunate as to have inherited government 
bonds from their fathers, and to have interest payments and princi- 
pal falling due, and others, less fortunate, who must pay taxes to 
meet these payments. But all these accounts are settled among the 
people then living, and none of the payments are made to the dead. 

21. One possibility of making posterity pay. When we sell our 
government bonds to people in foreign countries, and with the 
money received for them buy materials, supplies, labor, and so on, 
in these foreign countries, it is possible to pass the burden on to 
posterity. It is obvious that these goods and services thus bought 
by our government do not come directly out of our own stock and do 
not therefore necessarily reduce the quantity of goods and services 
that our people of the present generation have available for their 
own use. If, now, the future generation of our citizens must pay 
the interest on those bonds and the principal when it becomes due, 
and can do so only by exporting to those foreign countries goods and 
services which otherwise they would be able to use and enjoy them- 
selves, we have succeeded admirably in throwing the burden on 
posterity. 

It is well to note, however, that whereas our present generation 
thus gains at the expense of our future generations, in the lending 
country the reverse is necessarily true. Those people give up pre- 
sent goods which they might enjoy themselves in return for goods 
to be paid to their descendants in the future. It follows that not all 
countries can borrow from one another at the same time, and thus 
all manage to throw the burden of present costs on future genera- 
tions. This point is of more particular interest, perhaps, in respect 
to the borrowing of our local governments, which are generally 
assumed to be throwing the burden of their public improvements, 
such as water works, city halls, paved streets, etc., on posterity, by 
paying forthem with bond issues. But, while one city might succeed 
in thus relieving its present generation of the burden, at the expense 
of its posterity — more numerous than the present generation it is 
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generally hoped, and therefore better able to pay — not all cities 
can do this at the same time. Undoubtedly, taking the country as 
a whole the present generation pays for these improvements, and 
posterity when it arrives may rest quite satisfied with the situation. 

It does not follow that bond issues should not be resorted to, if 
they are issued for good purposes. They are useful financial de- 
vices, and in particular cases permit improvements to be made 
which ought to be made, but which, without bond issues, would 
have to be deferred. That on the whole they increase the burden 
on the present generation rather than decrease it, need not condemn 
them. If they lead to greater permanent improvements of a pro- 
ductive kind than we should otherwise have, they are but means to 
the accumulation of capital, by cutting down our expenditures for 
present goods and increasing our expenditures for future goods; and 
this on the whole is in the interest of public welfare in the long run. 
Only, let us bear in mind, posterity may some day laugh at us for 
being so simple as to assume that it shared in the burden of fighting 
wars and making improvements before it was born. 


EXERCISES 


1. It has been held by some writers that taxes should be paid in proportion to 
benefit received from the government. Could this theory be applied in the 
United States at the present time by federal, state, and local governments? 
Why or why not? 

2. Do incomes of equal size represent equal ability to pay taxes? Why or 
why not? 

3. Ina certain community there were 100 taxpayers, 90 of whom had incomes 
of $2000, while the other 10 had incomes of $10,000. The $10,000 in- 
comes were all derived from property, and the ten rich men had no de- 
pendents. Of the 90 small income receivers, 10 received half of their in- 
come from property, but had no dependents; 10 others had no dependents 
and received no income from property. The other 70 small income re- 
ceivers had no income from property, and each had a wife and children 
whose support cost $1200 a year. It was necessary to raise $120,000 by 
taxation of incomes. How much ought each taxpayer to have paid accord- 
ing to a strict application of the ability theory? 

4. In the recent war many prominent citizens maintained that the war should 
be financed in large part by bond issues so that posterity would be made to 
share the burden. Discuss the soundness of their views. 

5. When prices rise during a war, the money cost of the war rises in propor- 
tion. Taking this into consideration, which is the cheapest method of 
financing a war: issuing credit money; issuing government bonds; or raising 
money by taxation? Whichis the dearest method? Why? Assume that 
the credit money is finally to be redeemed in gold. 


For “References” for this chapter see end of Chapter XX XVIII. 


CHAPTER XXXVIII 
THE TAX SYSTEM OF THE UNITED STATES 


1. The tax system as a whole ought to apply the principles of pro- 
gression, differentiation, and exemption. As indicated in the pre- 
ceding chapter, the ability theory of taxation justifies the principles 
of progression, differentiation, and exemption. That is to say, if we 
desire to tax people according to their ability to pay, we must take a 
larger percentage of the incomes of the rich than of the incomes of 
the poor, increasing the rate of the tax more or less regularly with in- 
crease in income; we must tax earned incomes at a lower rate than 
unearned incomes; and we must exempt a stated part of a man’s in- 
come because he is married and has a family to support. 

The ability theory, as we have seen, if followed to its logical ex- 
treme, would lead to such a high rate of progression, such a high de- 
gree of differentiation, and such great exemptions, that the results 
would be socially inexpedient. But nevertheless it indicates that 
the principles of progression, differentiation, and exemption, modi- 
fied by common sense and prudence, ought to be applied in practice 
both in the interest of justice and in the interest of social expediency. 

Therefore, if we had no other tax, but collected all our revenues by 
means of a single income tax we ought to apply those principles, tax- 
ing the poor less heavily than the rich, and the incomes from wages, 
salaries, and professional earnings at a lower rate than the incomes 
from property, such as rent, interest, and dividends; and we ought to 
let off more lightly those having dependents to support than those 
without dependents. 

If instead of having a single income tax we have a variety of 
taxes, we ought so to contrive to combine the total tax payments of 
the various persons taxed that those persons would still in the ag- 
gregate, taking all their taxes into consideration, be taxed in accord- 
ance with the principle of justice, modified by the principle of social 
expediency. We ought, in other words, to apply, as far as possible 
to the tax system as a whole, the principles of progression, differen- 
tiation, and exemption. Injustice through one form of taxation, if 
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inevitable, ought to be offset if possible by some other form of taxa- 
tion. 

2. All tax systems have been developed largely in accordance 
with the principle of political expediency. Although it is usually the 
intention of the government, and to its best interest, that all taxes 
— except possibly inheritance taxes — should be paid out of in- 
come, there is no country that levies no kind of tax except an in- 
come tax. In all countries there is a more or less confusing jumble 
of taxes, including taxes on property, on business, on commodities, 
on incomes, on inheritances, and so on. Instead of having a single 
income tax, then, we have in all cases various taxes constituting a 
tax system. The tax systems of all countries have been developed, 
at least until quite recent times, more in accordance with the cynical 
principle of political expediency than in accordance with the princi- 
ples of justice or equality, which often comes in conflict with 
political expediency with more or less disastrous results to itself. 
The principles of certainty, convenience, and economy have fared 
better than the principle of justice, or equality, because they are in 
less direct opposition to political expediency, but they have not 
been, and are not at present, always observed. Justice in taxation 
has not been absolutely neglected, but has been observed so far as 
the ability and the best interests of the governing group have per- 
mitted. Since in most ages of the world the poor have been least 
able to defend themselves against being made to bear more than 
their fair share of the burden of taxation, departures from justice in 
taxation have usually favored the rich and powerful. In extreme 
cases those most able to pay have even been given a considerable 
degree of exemption, as in the case of the nobility and the clergy 
before the French Revolution. During the 19th century, however, 
there developed a noticeable trend toward shifting the burden of 
taxation to the shoulders of those more able to support it — the 
rich. This trend represents in part a conscious effort to achieve a 
greater degree of justice in taxation. But we must not therefore 
conclude that the principle of political expediency has ceased to be 
powerful enough to triumph over justice. With the growth of de- 
mocracy it has become politically less expedient to tax the poor with 
undue severity, so that justice and political expediency are for the 
time being not diametrically opposed to each other. 
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3. Avoidance, evasion, and shifting of taxes. Even if a country 
had only one form of taxation — the income tax — it would be diffi- 
cult enough to determine how nearly justice would come to being 
achieved, or how nearly it would be socially expedient to approach 
the ideal of justice — that of making every one pay his fair share and 
no more. It may be that we should fail to secure the best pos- 
sible distribution of the burden because we should fail to apply 
properly the principles of progression, differentiation, and exemp- 
tion. Furthermore, there would be possibilities of avoiding, of evad- 
ing, and of shifting the taxes levied, so that even if we did apply the 
right principles in the best possible way, there would still arise in- 
equality and injustice, because some would manage better than 
others to avoid or evade or shift the burden. But when a country 
has a confusing jumble of taxes of various kinds the difficulties of 
achieving a fair distribution of the burden are greatly increased, 
since some of these taxes fall on some persons, and others on others, 
and some fall on various persons in a most unequal way. Further- 
more, no one knows what others pay, and indeed few know what 
they themselves pay. Even those who make the laws and those who 
enforce them would often be unable to say offhand whether the poor 
pay to the government in taxes a larger part or a smaller part of 
their incomes than the rich. 

The terms “avoiding,” “evading,” and ‘‘shifting,”’ as applied to 
taxation ought perhaps to be briefly explained before we proceed 
further with our discussion of systems of taxation. A person may be 
said to avoid a tax when he does not place himself within the con- 
ditions under which the tax is payable. For example, if a tax of a 
dollar a yard is imposed on the importation of woolen cloth one can 
avoid the tax by not importing woolen cloth. 

A person is said to evade a tax when, although he has placed him- 
self within the conditions under which the tax is payable, he man- 
ages to escape payment either by deliberately deceiving the tax 
officials or through the ineffectiveness of the tax administration. 
For example, a man may evade the payment of import duties on 
diamonds he imports by concealing them in the heel of his shoe. 

A person is said to shift a tax when he pays the tax imposed but 
manages to pass the burden on to some one else, as when a sugar im- 
porter pays a tax of one cent a pound on sugar imported, and then 
adds this cent to the price at which he sells the sugar. 
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Evasion of taxes is illegal, and if discovered subjects the evader to 
more or less severe penalties. But avoidance and shifting of taxes 
are not only not illegal, but are often the very intent of the law that 
gives rise to avoidance or to shifting. 

Let us now consider briefly the chief kinds of taxes imposed by 
our federal, state, and local governments, and note to what extent 
they may individually be avoided, evaded, or shifted, and how 
nearly they approach the ideal of compelling every one to pay his 
fair share and no more of the taxes collected, and how well they 
measure up to the canons of certainty, convenience and economy. 

4. Import and excise taxes. Up to 1913 our federal taxes con- 
sisted almost wholly of customs duties, or taxes on imports, and 
excise duties, or taxes, levied on the manufacture and sale of a few 
selected commodities, mainly on liquors and tobacco. Such taxes 
are commonly called taxes on commodities. Excise duties are also 
commonly referred to as internal revenue duties to distinguish them 
from customs duties. The chief point of interest in connection with 
import and excise duties is that these taxes are usually shifted in 
whole or in part. In fact it is usually the intention and the expec- 
tation of the government that they shall be shifted, and for this 
reason they are properly called indirect taxes. New York importers 
of woolen cloth from England may, for instance, buy this cloth at 
$1 a yard from the English manufacturer, and aim to sell it to re- 
tailers at a gross profit, let us say of 10 per cent, or at $1.10 a yard, 
competition among importers, we will assume, preventing a greater 
profit. If now an import tax of 50 per cent, or $.50 a yard, is im- 
posed on such imports, the total cost to the importers, including the 
tax, is $1.50. If they are now to make a profit of 10 per cent on 
their sales they must charge for the cloth $1.65 a yard. If import- 
ers sell the cloth for less than this price they make less than 10 
per cent profit. Retailers, we may assume, customarily sell to 
consumers at a gross profit of 20 per cent. If they could buy the 
cloth at $1.10, they would sell at $1.32. But being compelled to 
pay $1.65 on account of the tax, they charge their customers $1.98 
a yard. Thus the ultimate consumers’pay the tax increased by a 
percentage which represents the merchants’ customary rate of gross 
profits. Our illustration has thus served a double purpose. It has 
not only illustrated the process of shifting but it has indicated one 
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of the great weaknesses of indirect taxes — the fact that they are 
not economical. They take out of the pockets of the people much 
more than they put into the treasury of the state. In this particu- 
lar case the government obtains a revenue of $.50 a yard, and the 
ultimate consumer pays a tax of $.66, the difference between the 
price he would pay if the cloth were not taxed, and the price he 
actually does pay, assuming that the tax is shifted by its full 
amount, and that importers and retailers obtain their customary 
profit of 10 per cent and 20 per cent respectively. 

Import duties as they are imposed in the United States are un- 
economical for two other reasons. Being imposed for the purpose 
of protecting home industries rather than for revenue only they are 
necessarily placed on a great variety of articles, and this occasions 
a great deal of expense in collection. Secondly, being imposed on 
articles which are produced within the country as well as abroad, 
they tend to raise the price of that part of the supply of the com- 
modity produced within the country as well as the price of that part 
of the supply that is imported. That is in fact the intent of the 
duty — to permit the home manufacturer to sell at a higher price. 
If, then, half of the supply of woolen cloth is produced within the 
country, because the domestic producer is protected, and half of it 
is imported, the ultimate consumer may be assumed, with certain 
qualifications to be noted in Section 7, to pay a tax per yard on the 
whole supply somewhat greater than the tax per yard which the 
government collects on half the supply. 

In respect to certainty and convenience little adverse criticism 
can be made of import taxes. Usually, although not always, the 
amount of the tax to be paid is known at the time the obligation of 
payment is incurred. One exception is when the importer fails to 
interpret the law correctly on account of its complexity. The pos- 
sibility of confusion is evident when it is noted that the Tariff Act of 
1922 makes a volume of 198 pages, and the Customs Regulations a 
volume of 700 pages.!. Payment of import duties is at least as con- 
venient as most other taxes, since it is made at the time of the pur- 
chase of the goods, and therefore ordinarily in convenient install- 
ments throughout the year. 

Import duties in the United States could be made more economi- 


1 Ely, Outlines of Economics, p. 679. 
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cal and more certain if they were levied for revenue only on a com- 
paratively small number of articles not produced within the coun- 
try, such as coffee, rubber, raw silk, and so on. 

Avoidance of import taxes is of course easy. One need only avoid 
importing the taxed article to avoid the tax. When the government 
places the tax so high that it becomes prohibitory and imports 
cease, it is obviously the intent of the government that the tax shall 
be avoided. One may say that when a protective tariff policy is in 
operation the intent of the government is that to a considerable de- 
gree the tax shall be avoided by cessation of importation of the tax- 
able commodities. In such cases the tax is avoided only in the 
sense that no importer pays the tax to the government. But if the 
duty that keeps out imports raises the price of the commodity to 
the ultimate consumer, and that is usually the object of the duty, 
the ultimate consumer in effect. pays a tax equal to the increase in 
price, and this tax may be said to be collected from him by the pro- 
ducer of the protected commodity, instead of by the government. 

Excise taxes like import taxes are uneconomical in that they are 
indirect taxes. The ultimate consumer pays a greater tax, if the 
total burden is shifted, than the government obtains in revenue, 
just as in the case of import taxes. But in other respects excise 
taxes, as they have been applied in the United States, are economi- 
cal. -Except in war time they have been imposed on only a few 
selected commodities, such as tobacco and tobacco products and 
liquors. The process of collection has been simple. Producers 
have been compelled to affix stamps on their product to the amount 
of the tax. Absence of the stamp on any taxable product has been 
clear evidence of tax evasion. There has been, therefore, little 
evasion, and the cost of collection has been very small, the tax being 
collected when the stamps are sold to the producer. 

Excise taxes are convenient to pay, the tax becoming due only 
when the producer disposes of the commodity and thereby pre- 
sumably gains the means of paying the tax. They are certain, since 
the producer may easily learn the amount of the tax and the time 
and manner of payment. The only element of uncertainty enters 
when the amount of the tax is changed by a revision of the law, and 
in that respect all taxes are uncertain. 

5. Import and excise taxes and justice. If, as is commonly as- 
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sumed, import and excise taxes are in large part shifted to the ul- 
timate consumer they grossly violate the principle of justice in 
taxation, particularly when they are made practically the only 
sources of revenue, as they were made by our Federal Government 
for a century and a quarter, and when they are imposed on articles 
commonly consumed by the poor. They violate the principle of 
justice because they take a larger percentage of the poor man’s in- 
come than of the rich man’s income, and they tax the man with a 
family to support more heavily than the one without a family. 
The poor man ordinarily spends for such things as tools, woolen and 
cotton cloth, or garments, sugar, coffee, beer, whiskey, and to- 
bacco a far greater proportion of his income than the rich man spends 
for these things. And it is on just such articles as these that our 
government has laid heavy duties. One could, of course, try to ex- 
cuse the injustice of some of these duties on the ground that the poor 
would be better off by not using coffee, beer, whiskey, and tobacco. 
But since the poor do use these articles, except where their use is 
prohibited, just as do the rich, it remains true that such taxes bear 
more heavily on the poor than on the rich. It is also true, as already 
indicated, that the larger a man’s family is, the more taxes he is com- 
pelled to pay, since the more of the taxed commodities he must buy. 

6. How an excise tax tends to be shifted. It should not be as- 
sumed that only so-called indirect taxes are shifted, or that these are 
always shifted to their full amount. A full discussion of the shifting 
and incidence of taxation is impossible within a single chapter, but 
it seems desirable to indicate briefly the conditions under which 
shifting is most likely to occur. Let us take a concrete case to 
illustrate the principles involved. Assume that plug tobacco is 
being produced under competitive conditions, and that under the 
stress of competition the price obtained by the producers is just 
high enough to yield a fair return to the producer of average effi- 
ciency — let us say, operating costs, plus interest on investment, 
plus a small per cent for risk to capital employed and fair wages of 
management. Altogether, let us say, a return great enough to in- 
duce the producer of average efficiency to remain in business. Oth- 
ers more efficient make a little more. But others less efficient make 
less, and are likely sooner or later to drop out. Assume that the 
price obtained under these conditions is $.40 a pound. 
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Now assume that the government imposes an excise tax of $.16 
a pound on plug tobacco, to be paid by producers before or at the 
time they sell their product. This becomes an additional cost. 
Without taking into consideration the extra capital which producers 
must employ to carry temporarily the burden of paying this tax, 
they must now obtain a price of $.50 a pound to do as well as before, 
unless they can by some means reduce their costs of production. 

But according to the law of diminishing vendibility, they cannot 
sell the same quantity as before at a price 25 per cent higher. Any at- 
tempt to pass the whole tax on at once to the consumers will bring 
a decrease in the quantity sold. In this particular case, however, 
the demand for plug tobacco being somewhat inelastic, or insistent, 
a rise in price to $.50 would not reduce the demand a great deal — 
or in other words, a slight reduction in the quantity put on the mar- 
ket would permit the available supply to be disposed of at $.50. 
It is not likely, however, that the competing producers would re- 
duce output, but on the contrary they would probably continue 
producing as much as before, with the result that temporarily they 
would have to bear part or all of the tax of $.10a pound. This re- 
sult would, however, soon ruin the less competent producers, and 
output would decline and price would rise until the producer of av- 
erage efficiency was once more obtaining afairreturn. Except for the 
possibility that the crowding out of the least effective producers 
had raised the average efficiency of the producers, and thereby some- 
what reduced the price at which these producers could produce and 
still secure afair return, the market price would eventually tend to 
rise by the amount of the duty. At any rate, any gain in the way of 
lower costs of production that resulted from the crowding out of 
the least effective producers would represent only a fraction of the 
amount of the tax. Thus the consumer would in the end bear most 
or all of the burden of the tax. 

There is one possibility that must not be overlooked. If the out- 
put of plug tobacco declined, the demand for the raw material from 
the tobacco planters would also decline. The price of this raw 
material — leaf tobacco — we may assume to cover at any given 
time at least the cost of cultivation and marketing of that part 
of the supply grown under the least advantageous conditions. A 
fall in the price of tobacco might lead to the production of these 
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most expensive units being discontinued, so that the marginal-cost 
tobacco might be somewhat lower-cost tobacco than before. The 
reasoning here is abbreviated, but if it is not clear the reader may 
turn back to our Chapter IX, on cost and price in agriculture. In 
short, the price of leaf tobacco might in the end be somewhat lower, 
and the costs of production of the plug tobacco producers might 
therefore be lower, and the price of their product might then not be 
raised to the full extent assumed above. 

The burden of the tax might, then, be shifted forward by the pro- 
ducers to the ultimate consumer, or backward to the other business 
men from whom they purchased raw materials, or for that matter, 
various other kinds of producers’ goods. It might even be shifted 
back to the laborers employed in production of the taxed com- 
modities, if a rise in price of the commodities caused a considerable 
decline in demand, and therefore in production, and therefore in the 
employment of labor. But it could be shifted to the laborers only 
on condition that the industry being taxed employed a large part of 
all the laborers of the class concerned. 

7. How import taxes are shifted. In the case of import taxes 
the possibility of shifting may be deduced by similar reasoning. If 
the importer tries to add the tax to his former price, it is likely to 
reduce demand. Either less must be imported, or the commodity 
must be sold at the same price as before, the importer or the foreign 
producer bearing the burden of the tax. The importer is unlikely 
to bear a considerable part of the burden, since, as a middleman, he 
is presumably making only a fair profit before the tax is imposed. 
The question then remains: will the foreign producer sell more 
cheaply than before by the amount of the tax? Possibly, if our 
market is necessary to him to dispose of a large part of his supply, 
or if he has a monopoly in his home market, and desires to dump his 
surplus on our market at any price in order to maintain higher prices 
at home. If, however, there are a number of competing foreign pro- 
ducers selling the commodity in other markets as well as in our mar- 
ket, import duties are likely to be added to the producer’s selling 
price, just as are excise taxes, for similar reasons. 

8. Conditions under which shifting in general takes place. The 
whole problem of shifting and the conditions favorable or unfavor- 
able to shifting may be summarized as follows: 
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If the tax is levied in such a way that it tends to increase the cost 
of production alike for all producers, then it is likely to bring the 
cost of the marginal producers above the market price of their pro- 
duct, and thus involve them in loss, and to increase the losses of pro- 
ducers already producing at a loss. This will force more than the 
normal number of producers to quit, which will reduce the quantity 
thrown on the market and permit a rise in price. The rise in price 
must be great enough to permit most of the remaining producers 
once more to gain at least a fair return on their investment, for 
until that condition exists, production will continue to decline, or at 
least will not grow as rapidly as demand for the product. 

If the demand for the product is inelastic, or insistent, a small de- 
cline in output will cause a rise in price that offsets a moderate tax, 
but if the demand is elastic, a considerable decline in output will be 
necessary to permit the tax to be shifted. If producers can escape 
from the industry without great loss, once a tax is imposed, the tax 
will be shifted promptly to the consumers. But if producers have 
heavy indirect costs and highly specialized plant and equipment, and 
particularly if they are few in number, all may continue in business 
for some time, and continue producing the usual supply, even at a 
loss, for reasons sufficiently explained in other chapters of this book. 
In this case the burden may be borne in large part for months and 
years by the producers. Eventually it would tend to be shifted to 
the consumers, as the capital employed in the industry became de- 
pleted and output declined. 

If the tax is levied in such a way that it does not strike the least 
efficient producers, as, for example, a tax on excess profits, or even a 
tax on ordinary profits, as the economist defines the term profits, the 
effect. on quantity produced will be much less marked than when the 
tax strikes all producers alike. Output being less affected, price 
also will be less affected. In other words, the tax will tend to be 
borne by the profit-making producers, and will not tend to be 
shifted to the consumer. 

If the tax is imposed on something the supply of which is abso- 
lutely fixed, and which has no cost of production, because it is not 
produced by man, as on land, or natural resources, the tax must be 
borne by the owners of such property. Here shifting is ordinarily 
impossible, because shifting is as a rule made possible only through 
an increase in cost of production and a decline in output. 
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The import and excise taxes imposed by our federal government 
have for the most part been levied in such a way and on such com- 
modities that conditions have been, favorable for shifting to the ul- 
timate consumer, and so we may conclude that the charge of main- 
taining an unjust system of taxation for a century and a quarter 
must stand against our government. During that time it undoubt- 
edly taxed the poor more heavily than the rich, in proportion to their 
incomes, and taxed men with dependents more heavily than men 
without dependents. 

9g. Can the consumer shift the tax? Some economists have in- 
deed held that the poor manage to shift this burden of taxes on com- 
modities back to the rich, because the higher cost of living resulting 
from the taxes makes higher wages necessary. The validity of this 
reasoning rests primarily upon the assumption that the high cost of 
living reduces the supply of labor by bringing about a decrease in the 
birth rate or, what is more likely, an increase in the death rate, or in 
a country like the United States, a decrease in the number of immi- 
grants. Doubtless a rise in the cost of living, or in this case, we 
should say more accurately, a fall in real wages, would tend to re- 
strict immigration and to raise the death rate among the poor. 
It is not so certain, however, that a fall in real wages will reduce the 
birth rate among workers already so poor that this fall in wages will 
increase their death rate. There is statistical evidence indicating 
that there is a limit of poverty and misery below which multiplica- 
tion of numbers takes place regardless of economic consequences. 
Even if the poor can thus shift the burden back to the rich, we have 
not here a good argument for taxes on commodities. If it is our in- 
tention that the poor shall not bear this burden, then why not save 
them the trouble of shifting it — by starving to death perhaps? 
Why not place it where it belongs in the first place, on the shoulders 
of those most able to bear it? 

10. The general property tax —a notoriously bad tax. While 
our Federal Government has for the greater part of its existence 
depended mainly on import and excise taxes for its revenue, our 
state and local governments have raised most of their revenue from 
the general property tax. The general property tax, as the name 
implies, is a tax levied on practically all kinds of property. As it 
has been applied by our state and local government it has been one 
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of the worst possible kinds of taxes, so numerous and glaring have 
been its defects. 

In recent years in some States, this tax has been reformed, or 
supplemented, or replaced by other taxes collected to support the 
state governments. The adverse criticism of the general property 
tax that follows does not therefore fully apply to the tax as it is 
administered at present in those States which have reformed their 
systems of taxation. Unfortunately, however, the criticism is still 
applicable in whole or in part in many of our States. 

As it has ordinarily been applied, the general property tax grossly 
violates the principle of justice in taxation. In so far asit makes any 
pretense of working justice, it assumes justice to be attained when 
people pay in proportion to the value of the property they own. 
If the general property tax did result in this sort of equality of pay- 
ment it might still be held, for several reasons, to violate the prin- 
ciple of justice — if we hold justice to be attained in taxation when 
people pay in proportion to their ability. It would go too far in 
differentiating in favor of earned ineomes, since it would tax earned 
incomes not at all, but would draw all its revenue from incomes from 
property, if we assume, as is normally the case, that taxes on pro- 
perty are paid out of income. It would tax the man with a fam- 
ily to support just as heavily as one without a family. And it 
would take no larger part of the rich man’s income from property 
than of the poor man’s income from property. To give one con- 
crete, and by no means fanciful, illustration of the justice of this tax, 
it would tax a widow with a half dozen small children perhaps $200 
a year on a net income of $600 a year in rent from a house purchased 
with her dead husband’s insurance money. Even if she lived in this 
house with her family and therefore received no cash income from 
it, she would still pay the tax of $200. On the other hand, a doctor 
in the same city, owning no taxable property, but earning an income 
of $10,000 a year, would be taxed not at all. This sort of thing would 
be bad enough, but the general property tax is to be charged with 
much grosser violations of the principle of justice than arise from a 
rather heartless proportional rate on all property owners regardless 
of their circumstances. Let us note some of its most notorious de- 
fects. ; 

11. The evil of taxing stocks, bonds and mortgages. First let 
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us note that it often taxes both the property itself and the evidence 
of ownership of that property. For example, a corporation may own 
property in one State, and as a corporation pay taxes on this pro- 
perty to the Statein which it is located. But some of the stock- 
holders may live in another Stats, and be compelled to pay taxes 
on the value of their stock. Obviously these stockholders suffer 
from double taxation — being taxed by one State on their property, 
and by the other State on their stock certificates, or evidence of 
ownership of that property. 

A somewhat similar, and in some respects a worse, evil than that 
just illustrated is represented by the taxation of bonds and mort- 
gages. Let us assume, to illustrate this point, that Smith and Jones 
each own a $10,000 house in a city in which the tax rate is 2 per cent 
on the full value of the property. If each has his house fully paid 
for, and has no other taxable property, each will be compelled to 
pay $200 in taxes. But suppose that Smith had only $5000 when he 
built his house and Jones had $15,000, and that Smith borrowed 
$5000 from Jones, giving the latter a $5000 mortgage on his house. 
As the general property tax is applied in many States, Smith would 
be allowed no abatement in taxes for his $5000 debt, or mortgage. 
He would pay his tax of $200 just the same, which would amount to 
4 per cent of his actual equity in the house. But this is not the 
worst. Jones, as owner of the mortgage, would be compelled to 
pay a 2 per cent tax on that, or $100, and this tax he might be able 
to shift to Smith. He might have the opportunity of investing his 
$5000 at. a reasonable rate of interest in some tax-free investment, 
this usually being possible under our present systems of taxation. 
The rate he might obtain on his tax-free investment, would be, let us 
say, 6 per cent. If, now, Smith wants Jones’ $5000 as a loan he 
must pay the 6 per cent that Jones would get by investing his money 
elsewhere, and in addition the 2 per cent required to pay the tax. 
Therefore Smith would pay in taxes altogether $300, although he 
owned only $5000 worth of property, while Jones would pay only 
$200 net, although he owned $15,000 worth of property, including 
the $5000 which he lent Smith on the mortgage. Smith would ac- 
tually pay taxes at the rate of 6 per cent on the value of his equity in 
his house, while Jones would pay at the rate of 13 per cent on his 
property. Real examples like this are easy to find and represent 
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that gross form of injustice which compels the poor man to pay 
taxes at a higher rate than the rich man. 

Some States, as West Virginia, tax bonds and mortgages, but not 
stocks of corporations. This has the unfortunate effect of inducing 
investors to buy more or less speculative stocks instead of sound 
bonds and mortgages, in an attempt to avoid the tax. 

12. Tax exemption for liars. The evils already discussed arise 
from the fact that the general property tax is unjust and illogical in 
principle. But other evils, even more glaring, arise from faulty ad- 
ministration of the tax, particularly in connection with methods of 
assessment. The ordinary method of assessment is that of having 
local assessors place a value on every person’s property of all kinds. 
In practice the valuation is based on the taxpayer’s own state- 
ment of his possessions, or on the assessor’s estimate of their value, 
or on both. 

Now to state the matter quite plainly, we have here a direct in- 
centive for lying, particularly in relation to that part of the tax- 
payer’s possessions which may easily be hidden from the eye of the 
assessor, such as stocks, bonds, and money in the bank, and in re- 
lation to that kind of property which, although not hidden, is diffi- 
cult for an assessor to evaluate at anywhere near its actual value, 
such as stocks of goods in stores, or inventory items and equipment 
in factories. The most unscrupulous and capable liar pays the 
lowest taxes. Those who are too honest to lie, or who cannot lie 
effectively, pay the highest taxes. Naturally those whose property 
consists of such things as agricultural land, houses, and live stock, 
the value of which can readily be determined by a wide-awake 
assessor, have less ample opportunity than others to lie to the 
assessor, so that the general property tax not only discriminates in 
favor of the liar as against the truthful man, but it even discrim- 
inates among liars according to the kind of property they own. 

Other causes tend to contribute to discrimination in valuation. 
The local rich men, who are among the most influential men of most 
communities, may bring pressure to bear upon the assessor in order 
to obtain a relatively low valuation on their holdings of real estate. 
Entirely aside from this is the probability that the assessor will be 
less able to arrive at a true valuation of highly valuable parcels 
of real estate than of smaller parcels, which change hands more 
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often and whose value is a matter of more or less common know- 
ledge. 

13. Community lying. In addition to the local discrimination 
and injustice that arise from undervaluation, and from evasion that 
grows out of dishonesty, incompetence, and corruption, there is the 
discrimination among the various counties of the State. This latter 
evil arises from the fact that the general property tax is levied for 
state purposes as well as for local purposes, and the rate of taxation 
for state purposes is the same over the whole State. The rate is 
determined by dividing the amount of state tax to be raised by 
means of the general property tax by the total valuation of all the 
property in the State. The amount to be collected from each local 
tax district is then calculated by multiplying the value of the pro- 
perty there located by the state tax rate. Obviously it is to the ad- 
vantage of the people of any particular county to keep the valua- 
tion of their property down. For example, if the total valuation of 
all taxable property in the State is $5,000,000,000, and the amount 
to be raised by the state tax is $20,000,000, the tax rate will be $.40 
per $100. If, now, the true value of a certain county’s taxable pro- 
perty were $200,000,000, but the local assessor, by a sort of gentle- 
men’s agreement with property owners, scaled every one’s valua- 
tion down to 50 per cent of actual value, the people of that county 
would pay in the aggregate for state purposes only $.40 per $100, on 
$100,000,000, instead of on $200,000,000, and would thus save them- 
selves in state taxes $400,000. We may say, then, that the general 
property tax puts a premium on community lying. Quite natu- 
rally, the various counties of any State in which such opportunities 
are offered vie with one another in reducing the assessed valuation 
of their property below the actual value. This competitive under- 
valuation tends to raise the tax rate all around, so that if at full 
value it were $.40 per $100, at half value it must be $.80. Only 
those counties gain which manage to outdo the average county in 
undervaluation. 

This evil grew so pronounced that state boards of equalization 
were established to deal with it. These boards attempt to obtain 
assessments at full value, or, when this is impossible, strive for 
equal undervaluation throughout the State. 

A peculiarly irksome result flows from such more or less general 
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undervaluation. Bonds, mortgages, and money in bank are not 
easily undervalued. Unless the owner deliberately lies to the as- 
sessor and succeeds in keeping his ownership of such assets con- 
cealed, they are likely to be assessed at their full value. It is too ab- 
surd to assume that a sound $1000 bond is worth only, let us say, 
$100, although the assessor may readily agree that a $1000 piano is 
worth only $100 if the law says it shall be valued at what it will 
bring at public auction. It follows that bonds, mortgages, and 
money in the bank may actually be taxed at a rate several times 
as high as land and buildings, which may be grossly undervalued, 
although tie former in justice ought not to be taxed at all, or at 
least taxed at a lower rate than real property. 

14. Possibility of reforming the general property tax; classified 
property tax. A more detailed discussion of the general property 
tax would bring out additional evils, so that it is even worse than 
described above. It does not follow, however, that it ought to 
be abolished. It may be reformed, and in some States it has been 
greatly improved. 

The work of assessment may be put into the hands of trained as- 
sessors appointed by the State under civil service rules. Such as- 
sessors would be better qualified to begin with than the average 
local assessor under the present system, and they would retain their 
positions as long as they desired, provided they performed their 
work well. They would in fact be professional assessors, and a great 
improvement over amateur assessors. Working under direct state 
supervision, they would be less inclined to display local favoritism. 
Under this system not only would there be less unjust discrimina- 
tion between persons living in the same city or county, but there 
would be greater equality of valuation among the various counties 
of the State. Local and state boards of equalization might supple- 
ment the work of the assessors by making changes in valuations 
which were obviously too high or too low. 

In some States the general property tax has been modified by 
classifying property and taxing the various classes of property at 
various rates, instead of taxing all property at the same rate; and 
other States are contemplating this reform. Of most interest in 
this connection is the tendency to tax so-called intangibles, such as 
stocks, bonds, mortgages, money, and credits, at a much lower rate 
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than tangible property such as land, houses, store buildings, and 
other real estate. Two good reasons for fixing a low rate on intan- 
gibles may be given, one based on justice and the other on expe- 
diency. When all real property is taxed without any abatement 
for debts of the owners, such as represented by bonds and mort- 
gages, to tax stocks, bonds, and mortgages, is to resort to double 
taxation. One might hold that bonds and mortgages as well as 
stocks of corporations should be free from taxation, since the pro- 
perty they represent has already been taxed. This would represent 
justice. There is a strong feeling, however, among the people that 
bondholders and mortgage holders, as well as owners of other in- 
tangible property, should be taxed, and justly or unjustly this is 
what the general property tax has generally attempted to do. But 
experience has shown that this property is easily hidden from the 
eyes of the assessors, and that taxpayers do not hesitate to lie to the 
assessor concerning their ownership of such assets, some no doubt 
assuming that a lie is always justified provided it saves one money, 
and others assuming that although lying on general principles is 
abominable, it is virtuous to lie in the interest of justice. It is not 
difficult for many taxpayers to convince themselves that they must 
lie in the interest of justice when, if they tell the truth, they must 
bear much more than their fair shares of taxes, and by departing 
from the truth they manage to hold the scales of justice even. It is 
expedient, then, so to reduce the rate of taxation of intangibles that 
most taxpayers are willing to declare their property and to pay the 
tax. In States where the low rate has been put into effect on in- 
tangibles, assessments on such property have enormously increased, 
and the total tax collected has been greater under the low rate than 
under the former high rate. ‘This has been the result partly of more 
effective administration of the modified law, but partly, too, of the 
fact that most people will tell the approximate truth to assessors if 
they can do so without being unjustly taxed. 

In recent years state governments have been drawing a large part 
of their revenue from other forms of taxation, such as inheritance 
taxes, income taxes, special taxes of various kinds on corporations, 
and more recently from sales taxes, particularly the tax on gasoline. 
To the extent that States can rely on such taxes they cease levying a 
general property tax for state purposes, and this minimizes or re- 
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moves the abuse of unequal assessment of property in the various 
counties of the State. 

As thus modified the general property tax becomes a much better 
tax, although not an ideal one. But no tax is perfect, and other 
taxes which might be substituted for taxes on property, such as 
income taxes, business taxes, and sales taxes, have their own pe- 
culiar defects, some of which will be noted in the following sections 
of this chapter. Before saying our concluding word on this subject 
let us turn to consider income taxes and inheritance taxes, which in 
recent years have greatly modified our systems of taxation. 

15. Income taxes; a logical development. Since practically all 
taxes must be paid out of income no matter on what bases assessed, 
taxes based directly on income, or income taxes, are a logical de- 
velopment. In one form or another they have long been levied. 
But in recent times they have become relatively of much greater im- 
portance in the tax systems of leading industrial countries. This 
has been the result mainly of two causes. First, the increasing com- 
plexity of industry and the consequent increase in the activities and 
expenditures of the government have brought the necessity of 
greater revenues. Second, the movement toward democracy and 
humanitarianism has brought a demand for progressive taxation 
— taxation which will throw a relatively greater burden on the 
well-to-do and rich, who can best afford to pay taxes. Income taxes 
have proved to be convenient instruments both for raising addi- 
tional revenue and for throwing the burden mainly on those most 
able to bear it. 

Income taxes may take various forms. They may be taxes on 
each taxable person’s total income from all sources, with certain 
exceptions, or general income taxes. Or they may be taxes on in- 
comes from selected sources, as taxes on interest or rent, taxes on 
business income, taxes on incomes of selected business organizations 
as corporation income taxes, or even taxes based on certain external 
indications of income, as the size of one’s house, or the number of 
windows in one’s house, and the like. We must confine our discus- 
sion mainly to general income taxes. 

16. Our federal income tax laws.. In the United States the Fed- 
eral Government applied an income tax during the Civil War, and 
this tax remained in force until 1872. It would probably have been 
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valid by the Supreme Court and remained in force until 1872 
when it was abandoned because of faulty administration. Another 
federal income tax law was passed by Congress in 1894, but this 
law was declared unconstitutional on the ground that all direct 
federal taxes must be apportioned among the several States accord- 
ing to population. So great had become the popular demand for 
an income tax, however, that an amendment to the Constitution 
was made, giving Congress the power to levy income taxes, and 
immediately after this amendment was ratified in 1913, Congress 
passed our third federal income tax law. 

Briefly stated, the law of 1913 exempted incomes of unmarried 
persons up to $3000, and of heads of families up to $4000. Incomes 
above $4000 paid a normal tax of 1 per cent, and in addition large 
incomes paid an extra tax, or as it is technically called, a surtax, 
the maximum rate being 7 per cent. During the World War these 
rates were sharply increased, until the normal rate was 12 per cent 
and the surtax as high as 65 per cent on that part of any person’s 
income in excess of $500,000. The amount exempt was reduced 
to $1000 for unmarried persons, and $2000 for heads of families, re- 
spectively. Asa special war measure an excess profits tax was also 
imposed, the rate rising as high as 80 per cent in 1918. After the 
war the excess profits tax was allowed to lapse, and the rates of the 
income tax were reduced in 1921, again in 1924, and again in 1926. 

As revised in 1926 the law provides for a personal exemption of 
$1500 for a single man and $3500 for the head of a family and an 
additional exemption of $400 for each person, except husband or 
wife, dependent for support upon the taxpayer. The normal tax 
rate is fixed at 1.5 per cent on the first $4000 of taxable income, 
3 per cent on the next $4000, and 5 per cent on all over $8000. In 
addition a surtax is levied on that part of all incomes in excess of 
$10,000, beginning with a rate of 1 per cent on the lower incomes 
and increasing to 20 per cent on incomes above $100,000. 

Since there is frequently a misunderstanding in respect to the 
actual amount paid under the graduated surtax, the reader should 
note that a man with an income of $200,000, under the present law 
would not pay a surtax of 20 per cent on the whole amount, but 
only on that part of it in excess of $100,000. On the first $100,000 
he would pay all the way from 1 per cent on that part of his income 
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between $10,000 and $14,000, up to 19 per cent on that part between 
$80,000 and $100,000, the total surtax on his first $100,000 being 
$11,660 — not, as seems to be widely understood, $20,000. This 
point is here noted in detail because much of the criticism of a high 
surtax is apparently based on the idea that the maximum rate ap- 
plies to the whole income. 

In addition to the tax on individual incomes the law of 1926 
levies a tax of 133 per cent upon the net incomes of corporations. 
In order to avoid double taxation in respect to that part of any 
individual’s income received in the form of dividends from corpora- 
tions, individuals are permitted to deduct the amount of such divi- 
dends from their net income when computing their normal income 
tax. 

The present law contains a section providing for differentiation 
between earned income and other income. In brief, the first $5000 
of income shall be automatically considered earned, and $15,000 
additional may be proved to be earned, and such earned income is 
taxable at three fourths of the regular rate. 

In addition to our federal income tax, we have in recent years had 
income taxes applied by many of our States, including notably New 
York, Massachusetts, and Wisconsin. The rates of the state in- 
come taxes have generally been low and progressive. 

17. Advantages of an income tax. Consider now some of the 
advantages as well as some of the defects of an income tax, and 
some of the problems of administration. One great advantage of 
an income tax over other taxes is that it can be readily adapted to 
taxing those more able to pay at a higher rate than others by exempt- 
ing small incomes, by granting some special exemption to persons 
with dependents, by differentiating between earned incomes and 
other incomes, and by making the rate progressively higher in the 
higher ranges of incomes. Conceivably such exemption and pro- 
gression could be practiced with the general property tax, but in prac- 
tice that tax has granted no exemptions to persons of small incomes 
or persons with dependents that have not also been granted to other 
persons. Hxemptions are ordinarily limited to personal belongings 
like clothing and small items of jewelry, and, in some cases, house- 
hold furniture. Not only has the principle of taxing the rich at a 
higher rate on their property than the poor, not been applied, but, 
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as we have seen, the poor have frequently been taxed at a higher 
rate than the rich through unequal assessment. On the other hand 
the principle of differentiation under the general property tax runs 
to the extreme of totally exempting earned income. 

Customs and excise taxes, as already indicated, tax the poor more 
heavily than the rich, and persons with dependents more heavily 
than those without dependents. These taxes do not and cannot 
apply the ability theory of taxation. Instead of being progressive, 
they are just the opposite, regressive, taxing those of the least abil- 
ity, instead of those of the greatest ability, at the highest rate. 

As compared, then, with these older taxes, by means of which our 
governments — federal, state, and local — obtained most of their 
revenue for more than a century, the income tax is more just in 
principle. Even if one were not convinced of the desirability of tak- 
ing a larger share of the income of the rich than of the poor in taxes, 
one might still advocate a progressive income tax, merely to offset 
the excessive taxation of the poor by other taxes. 

Another advantage of the income tax is that it is one of the most 
difficult taxes to shift. The man who pays the tax to the govern- 
ment is ordinarily required to bear most of the burden. Shifting of 
taxes, as already indicated, ordinarily occurs only when the tax in- 
creases the costs of production of the least efficient producers, forces 
them out of business and thus reduces the available supply of their 
product. The diminished supply may then be sold by the remain- 
ing producers at a higher price. An income tax, since it falls lightly 
or not at all on the least efficient producers in any industry, is less 
likely to drive them out than an excise tax, or a general property 
tax, which falls with equal weight on the successful and the un- 
successful. Furthermore, if it is levied on the incomes of all per- 
sons in all industries and professions, it cannot be avoided by the 
expedient of changing industries or professions. A general income 
tax tending, therefore, to have little effect on the total supply of 
goods and services offered in the market, cannot readily be shifted 
by the expedient of raising the prices to the buyers, since these are 
presumably already paying as much as they can be persuaded to 
pay for the quantity supplied. 

18. Some criticisms of income taxes considered. If therateof the 
income tax is made unduly high on big incomes from which investment 
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funds are largely drawn, and if the proceeds of the tax are spent in 
wasteful fashion, so that the country gains no permanent benefit 
from them, the income tax may slow down industrial progress by 
limiting the supply of new capital for industry. There is some 
danger that this may be the result of an income tax exempting the 
incomes of a large majority of the voters, and thus encouraging them 
to support a policy of government extravagance under the assump- 
tion that the rich alone must pay the bills. In the long run this 
would mean lower real wages to the workers, because it would mean 
a smaller total product of industry from which real wages must be 
drawn. Thus conceivably the income tax on the rich would even- 
tually be shifted to the poor. 

The argument of repression of industry by limiting the supply 
of new capital may be overworked, for various reasons. First of all, 
it may be assumed that the rich pay the maximum rate of the in- 
come tax on their whole income, when as a matter of fact the rich 
man pays a graduated tax on his income ranging from a low rate on 
his first $10,000, to a much higher rate on his income over and above 
a certain amount, as $100,000, or $1,000,000. Thus his average tax 
is lower than the maximum rate specified in the law. 

Secondly, the poor do save part of their incomes, and the less they 
are taxed the more they can save, and these savings as well as the 
savings of the rich become capital. The extra taxes paid by the 
rich do not, therefore, necessarily represent a net loss of capital. 

Thirdly, the money collected by the government is not neces- 
sarily wasted if taken from the rich any more than it would be if col- 
lected from the poor. It may be used in productive public improve- 
ments such as roads, bridges, and harbors, which represent capital 
equipment as truly as do privately owned stores and factories. Or 
it may be used for the construction of sewers and drainage canals, 
and for other works that are absolutely necessary for public health 
and are of greater importance than, let us say, the construction of 
additional chewing gum and radio factories. 

Fourthly, the tax money may be collected to pay interest and 
principal of the public debt, which must be paid by some kind of 
taxation, and may thus find its way back immediately to the owners 
of government bonds to be invested as they see fit. 

We may grant that these arguments are not conclusive. Doubt- 
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less excessively high income taxes on the rich do repress industry, 
but this is not an argument against progressive income taxes, but 
merely an argument against excessive taxation, and it would apply 
to excessive taxation of any kind. 

How high the rates on large incomes may be without unduly 
repressing industry is a debatable subject. Possibly the maximum 
surtax of 40 per cent on incomes above $500,000, as under the federal 
law of 1924, is excessive. Possibly the maximum of 20 per cent as 
under the Revenue Act of 1926 is excessive, but the case of those 
who contend that this is so is weakened by several considerations. 
First of all, this tax is being collected largely to pay for the war, and 
to maintain a naval and military establishment that most of the 
rich contend is necessary. It is therefore an unavoidable tax, 
which someone must pay — either the rich or the poor. Secondly, 
the high rates that have been in operation since the war have ap- 
parently not checked the accumulation of capital, which is pouring 
into industry in unprecedented amounts. Thirdly, many of the 
greatest advocates of reduction in rates on the grounds that it is 
checking the accumulation of capital insist, at the same time, that 
our industrial capacity is already too large — that our manu- 
facturing plants must be run at less than capacity if the product 
is to be marketed at a price equal to or above the cost of pro- 
duction, as, for example, our locomotive factories, iron and steel 
plants, copper mining plants, and so on through a long list. With 
this last contention the writer is not in full accord, but notes it 
merely to show the contradictions involved in arguing that the 
country is starved for capital in general, but oversupplied in most 
of its major industries, in particular. One of these two conditions 
may obtain, but not both. 

19. Difficulties of assessing incomes. A progressive income tax, 
although theoretically a just tax because it taxes people roughly in 
proportion to their ability, may be so badly administered that it be- 
comes an unjust form of taxation. It is often difficult to determine 
what the taxpayer’s income is, particularly when he is shrewd and 
employs every conceivable device to befuddle the income tax as- 
sessors. Even when no attempt at evasion or avoidance of the tax 
is made, the very complexity of the law makes it difficult in many 
cases to determine the taxable income. Complications arise from 
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the various rates imposed on the various income groups; from the 
methods of calculating the incomes or profits of corporations, 
partnerships, and individual proprietorship; from the special tax on 
corporations, and so on. The federal income tax law of 1926, if 
printed in book form, would make a book of more than 100 pages, of 
300 words to the page. A business man with somewhat complicated 
business interests, being called upon to pay taxes under such a com- 
plicated law, and being required to fill out his income tax returns 
on a complicated blank prepared for taxpayers, requires the service 
of a tax expert, regardless of whether he is trying to pay his fair share 
of the tax, or is trying to evade payment. And even then he may 
pay too much or too little. 

20. The income tax and the farmer. It is held that farmers as a 
class escape the income tax because their income is only in part a 
money income. A farmer may have a money income so small that 
he is exempt from the tax — in fact most farmers do have — and yet 
may enjoy a larger real income than others who are subject to the 
income tax. A farmer’s family, for instance, may live in a house 
that would rent for $1000 a year if located in a city, and use food 
products grown on their own farm which would cost another $1000 
at a city market, and have in addition a net money income of $3000, 
or a total income equivalent to the $5000 salary of a city man. But 
the farmer would be exempt under the present law, while the city 
man, if married, might pay $16.87. So far as the income tax alone 
is concerned this is unfair, but it is well to bear in mind that farmers 
as a class have in the past borne more than their fair share of state 
and county taxes, and probably, also, through the operation of the 
protective tariff, more than their fair share of federal taxes, and for 
the most part still bear more than their fair share of these taxes. 
Until we reform other features of our tax systems we cannot con- 
sider it a serious defect in the income tax that it lets the farmer off 
lightly. 

21. Conclusions. Similarly it is held that the income tax, by ex- 
empting small incomes, lets the great majority of the people escape 
the tax altogether. But so long as we tax the poor unduly heavily 
by means of indirect taxes and unjust assessments of their property 
under the general property tax, this cannot be held to be a serious de- 
fect. It represents merely an adjustment in the interest of justice. 
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On the whole the federal income tax is a desirable feature of our 
tax system, and should be retained. It is more nearly in accord 
with the canon of justice than our other taxes, and tends to offset 
some of the inequalities inherent in our import and excise duties. 
It is convenient, since it may be paid in installments out of income. 
It is economical, because the costs of collection are comparatively 
small, since the exemptions reduce greatly the number of incomes 
that must be assessed, and because as much as any tax, it is direct, 
so that the taxpayers pay out very little more than the govern- 
ment receives. It has some faults in the matter of certainty, but 
this is in large measure because the tax is yet new. Greater expe- 
rience with the income tax on the part of both the officials and the 
taxpayers will make for greater certainty in respect to the amount 
of the tax due. 

22. State income taxes. State income taxes cannot and need 
not be discussed at length in this chapter. The general principles 
and conclusions that apply to the federal income tax apply also to 
our state income taxes. One serious defect of the latter is the lack 
of a uniform policy among the various States of determining what 
incomes ought to be taxed in the respective States. One logical 
plan would be for each State to tax the incomes of all citizens of that 
State regardless of the sources of their incomes. Another logical 
plan would be for each State to tax all sources of income in that 
State regardless of the domicile of the taxpayer. Neither of these 
plans, if followed by all States, would lead to double taxation. 

Unfortunately neither of these plans is followed by all States hav- 
ing income taxes. New York, for example, taxes its own residents 
on their total income, whether the source of the income be in New 
York or in other States. But it also taxes residents of other States 
on income received from New York sources. Now it is obvious that 
if all States did this, all persons living in one State, but receiving in- 
come from a source in another State, would be taxed twice on the 
same income. 

If our local governments should resort to income taxes, this sort 
of double taxation would be enormously increased. Fortunately no 
such development is likely. Some States use the state income tax 
as a source of local revenue, by distributing part of the tax collected 
by the State among the local governments. This avoids the problem 
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of double taxation, but brings other problems in respect to the basis 
on which the state tax ought to be distributed — problems which 
cannot be discussed here for lack of space. 

Another problem growing out of the use of state income taxes 
arises in connection with the taxation of incomes of corporations that 
own and operate property in more than one State, such as railroads. 
How decide what part of the income of a railroad running through a 
half-dozen States is properly taxable in each State? This problem 
and others can be solved only by codéperation among the States to 
bring about some sort of uniformity in their tax laws. 

23. Federal and state inheritance taxes. To inheritance taxes 
we can give but brief attention. Inheritance taxes are now levied by 
the Federal Government and forty-five of our state governments.! 
The Federal Government taxed inheritances after the Revolu- 
tionary War, and again during the Civil War, and a third time dur- 
ing the Spanish-American War, but in each case soon abandoned 
this tax. In 1916, however, it once more imposed an inheritance 
tax and this tax, in a modified form, is still in force. At first the 
rates were moderate, but under the exigencies of war and after-war 
finance the rate on large estates was raised, until in 1924 the maxi- 
mum rate was 40 per cent of the amount by which the net estate ex- 
ceeded $10,000,000. But the average rate was much lower; the 
average rate paid in 1923, under the Law of 1921, was only 5.05 per 
cent. The Revenue Act of 1926, which reduced income tax rates, 
reduced also the rates of the federal inheritance tax. The Law of 
1926 exempts estates up to $100,000, and levies a progressive tax on 
the ‘‘net’”’ estate above exemptions ranging from 1 per cent on the 
first $50,000 to 20 per cent on the amount by which the estate ex- 
ceeds $10,000,000. A deduction is permitted up to 80 per cent of 
the amount paid in inheritance taxes to any State or Territory. 
The federal estate, or inheritance, tax with its moderately high rates 
yielded in the aggregate during the five years 1920-24 more than 
$600,000,000. ‘This is a large sum; nevertheless it represents only a 
small fraction of the total amount of taxes collected by the Federal 
Government during those years. State inheritance taxes with their 
lower rates have yielded much smaller sums in the aggregate. Dur- 
ing the same five years, 1920-24, the Federal income and excess 
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profits taxes yielded more than $12,800,000,000, or more than 
twenty-one times as much as the federal estate tax. 

24. Justification of progressive inheritance tax. Inheritance 
taxes with highly progressive rates and high maximum rates on 
large estates may readily be justified under the ability theory of 
taxation. A highly progressive rate is justified because the ability 
to pay increases rapidly with the size of the inheritance. Inheri- 
tance taxes can be justified on other grounds also. An inheritance 
represents an unearned income which the heirs receive in addition 
to their other income, except in some cases, as when a wife has co- 
operated with her husband in accumulating the fortune which he 
carries in his own name, and which she ‘“‘inherits”’ when he dies, 
or when children similarly have codperated with their parents in 
building up the fortune. No one has a natural right to receive 
something for nothing, and the State is. not compelled to help a 
young man retain his father’s fortune, in the accumulation of which 
he may have had no part. But the government may be held to 
have a right to part of the estate built up under its protection. Or 
again, no great fortune is built up by one man alone. He has 
necessarily had the codperation of society, and society may claim 
a share of the fortune. But to justify the inheritance tax one need 
not go further than to base taxation roughly on the ability theory, 
with the ultimate aim of the best interests of the people as a whole. 

How high the rates may be is a debatable question. Small in- 
heritances received by widows from their husbands, or children from 
their parents, should probably be untaxed, both because they re- 
present small ability to pay, and because it is socially inexpedient to 
tax them. The taxation of small inheritances tends to discourage 
the poor man in his laborious and laudable task of accumulating a 
competence for his family. Furthermore, even a small tax may 
represent a great sacrifice just at the time when the wage earner 
has been taken from the family. For similar reasons estates of 
moderate size should be taxed at moderate rates. But once the 
estate is so large that a considerable part of it may be taken and 
still leave the heirs with plenty to live on in comfort, the rate may 
rise rapidly. On the larger fortunes the limit of ability to pay is 
probably higher than the limit suggested by social expediency. 

25. Do inheritance taxes dissipate capital? It is often said that 
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an inheritance tax tends to dissipate the capital accumulations of 
the country, since it takes from the heirs not merely their income 
but part of their capital. Undoubtedly there is some truth in this 
contention, but the argument must be examined with care. As in- 
heritance tax laws have been applied in the United States, the rates 
have been moderate, and in most cases the tax represents but little, 
if any, more than one year’s income from the inheritance. But even 
when higher rates are applied, so that the heirs actually lose part 
of their capital, say 20 or 30 per cent, the tax may still not tend 
more than other taxes to dissipate the wealth of the country. To 
assume that this tax more than other taxes does dissipate accumu- 
lated capital is either to assume that the inheritance tax represents 
an added burden of taxation, not merely a substitute for some 
other tax that would otherwise have to be paid, and that the money 
collected is wasted, or at least spent in unproductive ways by the 
government; or to assume that heirs are more likely to save their 
inheritances than other people are to save part of their incomes. 
Neither of these assumptions may be sound. The inheritance tax 
may be used as a means of reducing other taxes rather than as a 
means of increasing revenue. If it reduces other taxes it is possible, 
and even probable, that the persons relieved of part of their other 
tax burdens will save more than they otherwise would save. If the 
government uses the money collected from inheritances to defray 
the costs of public improvements of a ‘productive character, it is 
adding to the capital accumulations of the country. If the govern- 
ment is inefficient it may be that the improvements made with the 
tax money will be worth less than they cost. But they will at least 
represent a partial offset. If the inheritance tax receipts are used 
to pay interest and principal of the public debt, these funds may be 
reinvested by the persons receiving payment. If it is argued that 
the bondholders would have received these payments even if no 
inheritance tax had been collected, then it may be answered that, 
if so, an equivalent amount of taxes would have been collected from 
some other source. 

We must conclude, then, that except to the extent that inherit- 
ance taxes represent, not substitute taxes, but additional taxes, 
which are spent by the government in unproductive ways, or to the 
extent that shifting the burden from other taxpayers to inheritance 
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taxpayers reduces savings in the country, this form of taxation does 
not tend more than other forms to dissipate capital. This is not to 
say that no dissipation of capital can be charged against inheritance 
taxes, but merely to note that the dissipation is likely to be much 
less than may be supposed. 

26. Inheritance taxes should be retained. The inheritance tax 
as we have it in the United States is more open to criticism in mat- 
ters of detail relating to administration than in respect to the general 
theories of taxation involved. Like the general property tax and 
the income tax, it may lead to double taxation for lack of uniform 
policy of the various States that apply it. Heirs may be taxed by 
the State in which they live. The estate of the decedent may be 
taxed by the State in which it is located, or by the State in which he 
lived. Thus it is possible that three States may tax the same in- 
heritance. The same estate may be taxed in addition by the Fed- 
eral Government. It is conceivable that the total tax on a large 
estate might be more than 100 per cent, which is absurd. It is of 
course desirable that the States mutually agree on some logical 
basis of taxation of estates or inheritances, but it must be noted 
that such agreements may be hard to reach. If each of the forty- 
five States that have the inheritance tax is to reach an agreement 
with each of the others, 990 agreements must be reached. There is 
no likelihood that so many separate agreements among the States 
would lead to any logical and consistent policy of taxing inherit- 
ances. To achieve that end, either the States must thrash the matter 
out in a general convention of their tax authorities, or the Federal 
Government must supervise and control the general policy to be 
pursued. 

Some urge that the Federal Government should give up its in- 
heritance tax and leave that form of taxation available for the ex- 
clusive use of the States. It seems preferable, however, for the Fed- 
eral Government to retain the inheritance tax, as it has done under 
the Revenue Act of 1926, with a moderately progressive rate and 
exemptions for small estates or legacies, with the provision that the 
amount of the tax payable to the Federal Government may be 
credited with any tax payable under state inheritance tax laws. 

This has two possible advantages. First, it tends to encourage 
uniformity in state laws. Second, it tends to nullify the effect of 
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such tactics as those of Florida, which by constitutional amend- 
ment has prohibited the enactment of income and inheritance tax 
laws by its legislature, apparently to attract to its territory the rich 
men of other States by offering them the opportunity of escaping 
payment of state income and inheritance taxes. Obviously if one 
or more States thus set up tax-free reservations for the rich men of 
other States, the other States are hampered in their efforts to tax 
inheritances. 

The inheritance tax is in many respects such a desirable form of 
taxation that its use ought to be encouraged rather than discour- 
aged. Itis certain, convenient, economical, and it places the burden 
on those most able to bear it. Assuming that we may, if we try, 
readily overcome some of the crudities in administration existing 
at the present time, its manifest advantages more than offset the 
greatest single objection against it, that it tends to dissipate the 
capital of the country. 

If we retain both the progressive income tax and the progressive 
inheritance tax, for both the Federal Government and the States, re- 
form the general property tax in some such way as suggested in the 
preceding sections of this chapter, modify our tariff in the direction 
of tariff for revenue only, and make other minor changes in our 
various tax laws, then we shall have a justifiable, if not a perfect, 
tax system. During the first quarter of the twentieth century we 
have made notable progress in the direction of justice in taxation. 
There is good reason to hope that this progress will continue. 


EXERCISES 


1. What is meant by avoidance of taxation? By evasion? By shifting? 

2. Is our federal system of taxation more just at the present time than it was 
twenty-five years ago? Why, or why not? 

3. Who ultimately pays import duties? Export duties? Why? 

4. It has been stated that the general property tax as levied by our States 
has been a notoriously bad tax. Give reasons. 

5. On what grounds is a progressive income tax justifiable? A progressive 
inheritance tax? 

6. Some economists hold that a progressive inheritance tax dissipates the 
capital of a country. State arguments pro and con. 

7. The State of Florida on May 29, 1926, gave notice in the United States 
Supreme Court that she would challenge the new federal policy of remit- 
ting to States which have such levies a part of the inheritance taxes im- 
posed by the new Federal Revenue Act. Florida charges unconstitutional 
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discrimination against Florida as well as against Alabama and Nevada, 
which have no state inheritance taxes. 

A prominent citizen of Florida publicly denounced the federal law as a 
communistic and bolshevistic law enacted by Congress at the insistence of 
other States to force Florida against her constitution, against her will, and 
against her interests to levy a state inheritance tax, because the adminis- 
tration of the affairs of these other States has been so wasteful and extrava- 
gant that without levying inheritance taxes they cannot raise enough 
revenue to pay their expenses. ~ (See Commercial and Financial Chronicle, 
July 31, 1926, p. 532.) 

Discuss the action of the State of Florida and the statements of its pro- 
minent citizen. 
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CHAPTER XXXIX 
PROBLEMS OF AGRICULTURE 


1. Introduction. In 1920 American agriculture fell into a period 
of severe depression from which it has not at the present writing 
(1927) emerged and the end of which is not in sight. As in former 
periods of depression, the farmers in their present hard times are in- 
clined to turn to the government for help, and Congress has been 
busy discussing various legislative measures designed to lighten 
the farmer’s burden and to bring him back once more to prosperity. 
In view of the great importance of the agricultural industry and the 
likelihood that the peculiar problems of the farmer will continue for 
years to occupy the attention of the government, it seems desirable 
to devote a chapter in this book to the discussion of the fundamental 
conditions that tend to produce such unhappy results in agriculture 
that farmers are of all classes of business men the least prosperous, 
and farm hands are apparently the worst-paid wage earners. It 
has seemed wise to place this discussion near the end of our book 
because it involves a consideration of most of the fundamental 
principles of economics discussed in the preceding chapters. 

2. Agriculture a highly competitive industry. Although agricul- 
ture in the United States represents an enormous industry, or group 
of industries, in the aggregate, it is essentially an industry of small- 
scale production. Approximately one fourth of all persons gain- 
fully employed in this country are engaged in agriculture, and the 
rural or agricultural population comprises nearly two fifths of our 
total population. In 1920 the total number of farms in the United 
States was 6,448,000, averaging in size 148 acres. Although here 
and there large farms are operated with a considerable number of 
hired hands, the typical farm is one operated by the owner, or renter, 
by the labor of himself and members of his family, or possibly with 
the aid of one hired hand. The small farm has remained the typical 
farm because the economies of large-scale production are limited in 
agriculture, owing mainly to the difficulties of supervision and the 
seasonal nature of the work. This point has already been discussed 
in Chapter XIII, Section 11, and need not be elaborated here. 
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In the grain, cotton, live stock, and other important agricultural 
industries, the numerous small producers are operating under con- 
ditions of unfettered competition. For the most part they are or- 
ganized neither for buying their producers’ goods nor for selling their 
products. Agreements to restrict output and thus obtain higher 
prices are often talked of, and organizations to restrict output are 
sometimes projected, but the number of farmers has been too great, 
and the individuals too widely scattered and too little inclined to 
coéperate, for such projects to prove successful. 

3. The nature of the farmer’s income. Ifa farmer owns his farm 
and is successful in his operations he enjoys an income which is a 
composite of wages, interest, rent, and profit. But under the severely 
competitive conditions that exist in agriculture this income tends 
to be small, particularly that part of it which may be considered 
wages and profits. In any competitive industry profits, as we have 
indicated elsewhere, tend to disappear for the industry as a whole. 
The losses tend to offset the gains. Only the exceptionally able 
producers secure profits in the long run. If the average producer is 
making profits old producers tend to expand output and new pro- 
ducers enter the field until prices fall, or costs rise, or both. This is 
particularly true in the case of a small-scale industry that it requires 
neither great ability nor considerable capital to enter, and such an 
industry agriculture is. 

Consider next the farmer’s wage income. As a farm laborer he 
is worth no more than equally able hired farm hands. But farm 
hands represent one great class of unorganized laborers whose wages 
are determined according to the principle of marginal vendibility, 
under severely competitive conditions, in an industry that as a whole 
is chronically poverty-stricken as compared with other industries in 
the United States. The wages of farm hands have in recent years. 
been notoriously low as compared with the wages of workers of 
equal ability in other industries. Their wages have been lower than 
they otherwise would be by reason of the fact that in many cases the 
hired hand must compete with the unpaid labor of the farmer’s wife 
and children. That is to say, in many cases, rather than pay the 
current rate of farm wages, the farmer employs his wife and small 
children at work for which they are physically not fitted, and as- 
sumes that he gains by so doing — the labor being free. Since, how- 
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ever, his competitors may do the same, this method of cutting costs 
in the end brings no net gain, but reacts upon himself in cutting 
down his own value as a farm worker, and thus his own farm income. 
That part of the farmer’s income represented by wages and profits 
tends, therefore, to be little, if any, more than very low wages for 
his own labor. 

If the farmer owns a fertile, well-improved, and well-equipped 
farm he may enjoy a substantial income in the form of economic 
rent and interest on capital. Since, however, in 1920 the average 
number of acres per farm was only 148, and since only about 62 
per cent of the farms were owned by their operators, and since a 
large proportion of these farms were heavily mortgaged, it is ob- 
vious that many farmers enjoy little or no income from the rent of 
land, and probably very little in the form of interest on capital in- 
vested in farm equipment. Farms are the more likely to be mort- 
gaged because, for reasons already discussed, the price of farm land 
tends constantly to represent the capitilization of anticipated fu- 
ture rentals rather than the capitalization merely of present rentals. 
This not only makes it require more money to buy a farm but tends 
to make the income on investments in farm land abnormally low. 
Statistics show that in recent years, and before the present agricul- 
tural depression, farm wages and farm incomes have been only half 
or less than half as high as wages and incomes in other major indus- 
tries. . 

The difference between the real income of the farming population 
and the real income of the urban population is less than the differ- 
ence between the money incomes of the two groups, on account of 
the lower cost of living in the country. Nevertheless a marked dis- 
parity has existed for many years, and the difference has grown 
greater since the war. 

4. Wages and profits in other industries. Contrast now the con- 
ditions of unfettered competition that prevail in agriculture with 
conditions in various other major industries. First of all note that 
in other industries labor is in large measure organized into powerful 
trade or industrial unions which exert a strong pressure to maintain 
wages above the competitive level of unorganized workers. This 
naturally tends to increase the money costs of production of those 
producers employing organized workers. But since in various in- 
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dustries these higher labor costs affect the marginal producers as 
well as others they simply raise the general level of costs and do not 
tend to come altogether out of profits, but rather tend to raise the 
prices at which the competitive producers manage to sell their 
products. The strong building trade unions are perhaps the best 
example of this. Through organization bricklayers, for example, 
get as much in wages in a week as farm hands of equal natural 
ability get in a month, or even more. But the building contractors 
still manage in many cases to realize good profits, because they 
get high prices for their buildings. If the building trades were un- 
organized, wages in the building industry would be much lower and 
the prices of buildings would be lower. 

Next it may be noted that competition over a wide range of in- 
dustries is either absent or more or less restricted. The great pub- 
lic utility industries, as noted in an earlier chapter, are practically 
free from competition, and except for government regulation are in 
a position to charge the price that will yield the greatest net return. 
Government regulation prevents for the most part such a policy of 
extortion, but permits, generally speaking, a rate that yields a fair 
return on the capital invested after liberal allowances for operating 
expenses and depreciation. Ordinarily the intention of the regu- 
lating commissions is to permit a return of 6 per cent or more on the 
investment. Similarly the railroads are to be permitted by the 
Federal Government to earn at least a fair return on their invest- 
ment, at present 5.75 per cent, although this rate is not guaran- 
teed. It seems, however, only a matter of time until all well-man- 
aged railroads will be able to earn this minimum, unless the present 
policy of the government is reversed; and many railroads are even 
now earning more. In the manufacturing and metal-extracting 
industries production is carried on by a comparatively few large 
producers, among whom competition is more or less restricted by 
open or secret understandings not to expand output unduly and 
thus bring prices down to costs of production. In merchandising, 
trade organizations of various types tend to prevent the free play of 
competition. Even where no trade agreements are made among 
manufacturers and merchants the extensive use of trade-marked 
products, widely advertised and sold at a fixed price, yields advan- 
tages similar to those gained by the monopolist. Finally our pro- 
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tective tariff policy protects most of our manufacturing industries 
from unfettered foreign competition, whereas our great agricultural 
industries, producing an exportable surplus which must be marketed 
outside the country, must accept prices determined by world-wide 
competitive conditions. The fact that there isa so-called protec- 
tive duty on wheat and other farm products affords small consola- 
tion to the farmer, since the domestic supply must be sold at the 
price that the exportable surplus will bring, and that price is not 
affected by the tariff. 

5. Movement of population from the farms. ‘The relative ad- 
vantages of other industries over agriculture have not always been 
so marked as during the last thirty or forty years, since some of the 
fundamental conditions accounting for these advantages — large- 
scale production, monopolies, restraint of free competition, and the 
organization of the industrial workers — have been comparatively 
recent developments in American industry. But to the degree that 
they have existed they have tended to draw our population away 
from the farms into other occupations. There is a strong tendency 
for people to seek out their best opportunities for economic advance- 
ment. This movement of the population is plainly shown in Table 
XXXIV. 


TABLE XXXIV. ComPaRATIVE GROWTH OF RURAL AND URBAN 
POPULATION IN THE UNITED STATES 


PoruLATION PrrRcENTAGE INCREASE OVER 
(thousands) PRECEDING CENSUS 








50,156 
62,948 
75,995 
91,672 





105,711 








During the forty years from 1880 to 1920, when urban population 
increased from 17,206,000 to 63,274,000, or more than threefold, 
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rural population increased from 32,950,000 to 42,437,000, or only 
29 per cent. In not one of the four decades was the average increase 
in rural population as much as 1 per cent a year, and in the last de- 
cade it was less than 2 per cent in the whole ten years. On the other 
hand, in none of the four decades was the increase in urban popula- 
tion less than 26.5 per cent, or less than an average increase of 2.65 
per cent a year. In short, the urban population increased at a rate 
several times greater than the rural population. And what is of 
more significance for our purpose here, the rural population in- 
creased less rapidly than the natural increase represented by the 
difference between the birth rate and the death rate of such a popu- 
lation as ours. In other words, the young folks refused to stay on 
the farm. 

6. Why more farmers did not move to town. The question may 
well be raised why did not the movement away from agriculture 
proceed rapidly enough to cut down agricultural production and 
raise the prices of agricultural products to a level high enough to put 
farm wages and incomes on a par with city wages and incomes? 
There are various reasons why this result did not follow from the 
unsatisfactory agricultural conditions. 

In the first place there is the lure of the land and the spirit of in- 
dependence to consider. Many men find the ownership of a piece 
of land a source of pleasure. Combined with this natural desire to 
own a piece of the earth over which they can walk with the pride of 
dominion, there is the spirit of independence which makes it al- 
most impossible for some men to call another man master. For 
these two reasons many farmers will cling to the soil at almost any 
cost rather than take up their residence in a crowded city and work 
regularly for others. 

Next there is the enchantment of distance, the spirit of adventure, 
and the lure of the unearned increment to bear in mind. Farmers 
who have failed to do well in the East hope to do better in the West. 
Those who have failed in the North move South. The writer knows 
personally a farmer who beginning in Iowa, and not doing well, 
moved west to Nebraska, then south into Kansas, then east into 
Missouri, and finally after perhaps ten years back once more to his 
native state, Iowa, with less money but more experience than when 
he started round the circle. There are thousands of similar cases. 
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The hope of doing better in the country elsewhere keeps great num- 
bers of farmers from drifting to the cities. Then there is the ever- 
present hope that the price of land will rise. This tends not only 
to keep farms in older sections occupied, but leads to the premature 
opening up of new lands. In the opening up of new lands our Fed- 
eral Government has taken a hand, first in its homestead policy and 
then in its irrigation policy in the desert lands of the West. 

There must be considered, too, the obstacles in the way of free 
movement of those who want to give up farming. ‘There is the 
investment in farm and equipment, which often can be disposed of 
only at a sacrifice, particularly in periods of depression, when the 
strongest incentive to quit the farm exists. There is, moreover, 
the uncertainty of finding remunerative employment in any other 
occupation. For the farmer who has reached or passed middle age 
to change occupations is hazardous, and often he has reached this 
age before he fully realizes the limited opportunities that agriculture 
presents. There is the possibility that he must join the ranks of the 
unskilled laborers in the city, and this has meant in the past put- 
ting himself on a level with raw immigrants, Mexicans, or negroes. 
Farmers who move to town and engage in business at the age of 
fifty or sixty often fail and lose their life savings in the venture. It 
is only the young persons who can leave the farm with some degree 
of assurance that they are not jumping from the frying pan into the 
fire. Finally there is the pure economic. inertia that tends to keep 
many men in the occupation that they and their fathers before them 
were born into. One or two sons of the three, four, or five in the 
family move on. The others stay where they are. 

Nevertheless, in spite of all these obstacles to the free movement 
away from the relatively disadvantageous industry of agriculture, 
the movement would probably in recent years have been strong 
enough to bring about some degree of financial improvement had 
it not been for the widespread introduction into agriculture of the 
farm tractor, the motor truck and other labor-saving devices, and 
the substitution of gasoline-driven for horse-drawn vehicles else- 
where. These labor-saving devices have made it possible for a small 
number of farmers to produce more than a large number produced 
before, and the substitution of gasoline power for horses has robbed 
the farmers of a market for horse feed. Many thousands of acres 
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that but for this latter change would be devoted to growing oats 
and hay for horses are now being devoted to other crops and thereby 
adding to the depression of prices. A powerful factor tending to 
depress prices of farm products during periods of expansion of out- 
put, and one that is often overlooked, is the inelasticity of demand 
for most farm products. The quantity of grain, meat, butter, eggs, 
cotton, wool, etc., demanded in the United States tends to grow 
little, if any, faster than our population. Per capita consumption 
tends to remain constant, and a small increase in production per 
capita tends quickly to bring a sharp fall in prices of farm products. 

7. The immediate causes of the depression in agriculture. In 
the foregoing discussion we have been concerned with certain funda- 
mental conditions operating over a long period of years and tending 
to keep farm wages and farm incomes below the level of wages and 
incomes in other industries. These conditions tend to produce a 
more or less chronic state of depression in agriculture, but do not 
alone account for the severe depression that overtook agriculture in 
1920. This depression grew primarily out of the period of inflation 
during the war and in 1919, the first year after the war. How this 
period of inflated commodity prices brought on a boom in farm land 
has already been explained in Chapter XI, Section 8, in connection 
with indirect costs in agriculture. In short, the high price of wheat 
and corn and other agricultural products brought a great temporary 
increase in economic rents, which was recklessly capitalized as per- 
manent and led to much buying and selling of farm land at extrava- 
gant prices. The farmers who bought the land at enormously high 
prices borrowed large sums on mortgages to help pay for it, and 
when prices of farm products fell hundreds of thousands found them- 
selves, after meeting operating expenses and their own cost of 
living, unable to pay the interest on their loans. 

The difficulties of these farmers were greatly increased by the fact 
that during the period of deflation in 1920 and 1921 the prices of 
farm products declined much more severely than the prices of com- 
modities in general, and during the following years remained on a 
relatively lower level than the prices of other commodities as com- 
pared with the relative prices of these commodities in the pre-war 
period. Thus these victims of land speculation found that their 
costs had declined less than the prices of their products, that in some 
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cases their land, instead of yielding a higher rent than before the 
war, yielded lower rent, and that their mortgage was greater than 
the actual value of land based on the capitalization of the rent after 
deflation. 

The period of inflation followed by deflation injured not only 
farmers who got caught in the land speculation boom, but other 
farmers as well. While prices were rising many farmers prospered, 
since the prices of farm products rose relatively more rapidly than 
other commodities — that is, more rapidly than the farmer’s costs of 
production and the cost of living, particularly during 1917, 1918, 
_and the early part of 1919. But as already indicated, when prices 
fell, farm product prices fell more severely than other prices and 
have since tended to remain closer to the pre-war level than other 
commodities. In other words, the farmers’ costs of production and 
cost of living have for several years (1921-26) remained farther 
above the pre-war level than the prices of their products. All this 
is clearly shown in Figure 14. On the average the farmer must now 
sell more farm products to buy a given quantity of producers’ or 
consumers’ goods than before the war, and is therefore relatively 
worse off than before the war. 

To add to the farmer’s trouble taxes rose during the period of in- 
flation and rising government expenditures, and have since remained 
on a higher level than the prices of farm products relatively to pre- 
war conditions. And, as indicated in a preceding chapter, the 
farmer tends to be particularly hard hit by state and local taxation 
under the general property tax so widely in operation. 

Why prices of agricultural products declined more severely after 
the war than prices of commodities in general is readily explained. 
When the general collapse of prices occurred in 1920, manufacturing 
industries tended to restrict output to fit the new conditions of de- 
mand and thus prevented the fall in prices of their products from 
being as severe as it otherwise would have been. Manufacturing 
industries can more readily restrict output than agricultural indus- 
tries since their direct costs — labor and raw materials — are a 
large proportion of their total costs. Moreover, since manufacturing 
industries are in many cases in the hands of a comparatively small 
number of large producers, or at any rate are dominated by a small 
number of large producers, an open or tacit agreement to restrict 
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output is easily possible, at least temporarily. As for the construc- 
tion industry, it enjoyed a post-war boom based on the accumulated 
building shortage during the war years. This kept up the prices of 
building materials and building labor. Railroad and public utility 
rates naturally remained high, as fixed by the government. Nowon 
the other hand, on account of their large numbers, farmers were in 
no position to make an agreement to restrict output. Moreover, on 
account of the large part that indirect costs represent of total costs, 
it did not pay individual farmers to cut down production mate- 
rially. It should be noted that when a large-scale manufacturer re- 
stricts output or closes down his plant the burden of unemployment 
is shifted to his employees. But when a farmer does the same he 
puts himself out of work and bears the burden alone. Thus output 
remained practically at the high level that it had attained during 
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the period of war prices and war propaganda which urged farmers 
to increase output as a patriotic duty. Finally, after 1921 exports 
of grain tended to decline through the inability of Europe to buy 
and the increased competition from other countries. This is not a 
complete catalogue of the factors concerned, but it suffices for our 
present purpose. 

8. Remedies for the farmer’s ills; quack nostrums. Numerous 
remedies have been proposed, and some have been applied, to cure 
the farmer’s financial ills. It is natural that this should be so. In 
the first place, sound public policy requires that agriculture be main- 
tained in a healthy condition. In the second place discontent 
among the farmers threatens political upheavals, since the party 
that captures the farmer vote is likely to win elections. Some of the 
remedies proposed are transparent political devices designed pri- 
marily to capture farmer votes, and at their best are worthless and 
at their worst contrary to sound principles of economics and likely, 
if put to the test, to do far more harm than good. Others might, if 
applied, afford temporary relief to certain classes of farmers, al- 
though providing no permanent solution of agricultural problems. 
Finally there are some remedies which, if wisely and consistently 
applied, may do much to put agriculture on a sounder and more 
prosperous basis. Let us consider some of these remedies. 

We need not linger long over the quack nostrums of politicians 
and economic illiterates. These include such measures as appoint- 
ing ‘‘dirt farmers” to office, printing paper money to be lent to 
farmers at a low rate of interest, fixing a minimum price on farm 
products by law, and stopping speculation in farm products. No 
solution of agricultural problems is provided by appointing a ‘‘dirt 
farmer’ on the Federal Reserve Board, as has actually been done, 
or even by placing a few dirt farmers on the Tariff Commission, the 
Interstate Commerce Commission, and the Federal Trade Com- 
mission. The proposal to print government paper money and lend 

‘it at a nominal rate of interest, as 2 per cent, to farmers who are in 
debt, is a hardy perennial that bobs up in every agricultural de- 
pression. The vicious nature of this remedy should be sufficiently 
clear to all readers who have perused the foregoing chapters of this 
volume, and no further discussion of such a proposal is required 
here. Nor is it necessary here to discuss at length the economic 


PROBLEMS OF AGRICULTURE 789 


fallacy involved in the idea that the government by fixing a mini- 
mum price on farm products could readily solve the agricultural 
problem. In order to maintain a higher price than the competitive 
market price for any farm product, the government would have to 
stand ready to purchase all that was offered at the fixed price. But 
when the government undertook to dispose of its holdings it would 
have to take the price determined by marginal vendibility, which is 
the competitive market price. It could obtain a higher price, nor- 
mally, only by restricting the quantity offered for sale. But if it 
fixed the legal price for the farmer’s product above the present level 
it would thereby encourage expansion of output, an expansion 
limited only by the extent to which the price was raised. The gov- 
ernment would then be compelled to lower its selling price progres- 
sively as it offered larger and larger quantities for sale, and thus bear 
an enormous financial loss, or to limit the amount it would permit 
the farmers to produce, or to destroy part of the supply that had 
been produced. The difficulties here suggested are alone great 
enough to condemn this ‘‘remedy.” 

As for stopping speculation in farm products by law, that would 
in all probability be impossible, and if possible, would do more 
harm than good, as has been pointed out in our chapter on risk, in- 
surance, and speculation. Despite the evils that accompany spec- 
ulation in grain and cotton, the speculative markets tend to raise 
rather than to lower the average price received by the farmer for his 
products. In respect to speculation it would seem that the real 
remedy for the farmer is to learn to use the speculative markets to 
free his business to some degree from risk, as do the millers and grain 
dealers, through the process of hedging. Some farmers, in fact, 
have already learned how to do this. 

9. The protective tariff and dumping. Advocates of a protective 
tariff for manufactures must admit that such a tariff raises the 
prices of the protected commodities above the world-competitive 
price, since if this were not so, no protection would be required. 
Since the products of manufacture constitute a very large propor- 
tion of the farmer’s producers’ goods and consumers’ goods, the 
protective tariff on manufactures tends to raise both his costs of 
production and his cost of living. It becomes necessary, therefore, 
to show that the farmer obtains some counteracting advantages. 
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So we have the home-market argument, which undertakes to show 
that the protective tariff by building up home industries gives the 
farmer a better market for his products. The weakness of this argu- 
ment has been pointed out in Chapter XX XV, Section 13, and need 
not be discussed here. In view of the weakness of the argument, 
protectionists have sought to placate the farmer by giving him pro- 
tection on his products. But while this has seemed satisfactory 
to many farmers who do not understand economic theory, the farm 
leaders of recent years who have studied economics are aware of the 
fact that protection does not protect in the case of a commodity of 
which there is an exportable surplus, such as wheat, corn, cotton, 
meat, lard, and other important farm products in the United States. 
The exportable surplus is sold in the world-competitive market for 
what it will bring. What the surplus bushels of wheat are worth in 
New York is likely to be what they are worth in London less the 
shipping charges. Rather than export them, their owners will sell 
them in the home-market for less than the London price. But the 
exportable surplus is not any particular lot of wheat, corn, cotton, or 
meat, but any part of the supply in general. The domestic price 
tends, therefore, to be dominated by the foreign price. Whether 
or not there is a duty on imports is a matter of indifference, except 
when there is a shortage and imports become necessary. 

Since this has now become pretty generally understood by farm 
leaders and even by the rank and file of the farmers, a demand is 
being made that farmers actually be given protection and not merely 
the pretense of it. This protection, as represented by the McNary- 
Haugen Farm Relief Bill, passed by Congress in February, 1927, and 
promptly vetoed by the President, takes the form of dumping the 
agricultural surplus products on foreign markets. It is proposed, 
in brief, that under government regulation or control, the exportable 
surplus shall be taken out of the home market and sold in foreign 
countries at any price it will bring. Thus an artificial scarcity will 
be induced at home which will make it possible for the domestic 
supply to be sold at a price above the world market. It would be 
necessary, of course, to place import duties on such commodities, 
so that the quantities dumped could not be shipped back in and 
break the market. Had the McNary-Haugen Bill gained the ap- 
proval of the President, its execution would have presented serious 
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theoretical and administrative problems for which the text of the 
bill itself offered no solution. In the first place there would have 
arisen the question of how large a quantity of a given product, 
wheat, for example, is to be dumped abroad, and how great an arti- 
ficial scarcity is to be induced at home. With a given quantity 
being produced, the exportable surplus will be greater or less ac- 
cordingly as the domestic price is higher or lower. Or conversely, 
the greater the proportion of the crop bodily dumped on foreign 
markets at sacrifice prices, the higher will be the scarcity-induced 
prices at home. Presumably the intention would be to raise prices 
of agricultural products to a “parity” with the prices of other com- 
modities. Just what the price of wheat would need to be per 
bushel, or of cotton per pound, to maintain this parity it is hard to 
say. Possibly parity would be reached when the prices of farm 
products bore the same relation to prices of non-farm products as in 
1913, or some other arbitrarily chosen year. Dumping would cease 
when in the judgment of government officials the proper price was 
reached. A second theoretical difficulty would be this: the arti- 
ficially enhanced price would encourage expansion of output and 
would compel an increasingly larger proportion of the total output 
to be dumped abroad, at less than domestic prices and at less than 
cost of production. A third difficulty would be retaliation by for- 
eign countries against our dumping of farm products to the great 
injury of their agricultural industries. Other countries would tend 
to increase the tariff on imports from the United States. A fourth 
difficulty is suggested by the protest of New England cotton manu- 
facturers against the bill on the ground that they would be placed 
at a disadvantage in international competition if compelled to pay 
higher prices for cotton than foreign producers paid. Finally there 
come the difficult problems of administration. If the government 
shouldered the loss through buying up part of the supply at domes- 
tic prices and selling at the lower foreign price the difficulties of ad- 
ministration would be small, but the loss to the government would 
eventually be staggering. The McNary-Haugen Bill proposed, 
however, to compel producers to stand the loss on the quantity sold 
abroad, in proportion to the quantity each produced, by a so-called 
“equalization fee.”’ To collect this fee from the millions of farmers 
would have involved an extremely complicated scheme of adminis- 


792 PROBLEMS OF AGRICULTURE 


tration requiring the services of thousands of government em- 
ployees, and possibly subject to grave abuses. 

This project is economically unsound and undesirable. Butitisa 
logical project for the industries producing an exportable surplus to 
bring forward to place them on an equality with the industries pro- 
tected by the tariff. From the point of view of economic theory, 
however, it seems desirable to place all industries on a par by reduc- 
ing the tariff rather than by dumping the exportable surplus of the 
exporting industries; by taking the stilts out from under the pro- 
tected industries rather than by mounting other industries also on 
stilts. If reduction in the tariff is undertaken, however, it should be 
gradual, for reasons presented in Chapter XXXV. This lengthy 
discussion of a current legislative project would hardly be warranted 
in this volume were it not for that project’s close relation to the im- 
portant principles involved in the controversy on protection and 
free trade. The McNary-Haugen Bill has brought squarely before 
the country the question of subsidizing some industries at the ex- 
pense of others. 

10. Marketing of agricultural products. There is a widespread 
belief that the farmer is being exploited by the various middlemen 
who stand between him and the ultimate consumer and reap an un- 
reasonable toll, such as the miller, the baker, and the hotel keeper, 
who in the aggregate receive many times as much for the flour and 
bread made from a bushel of wheat as the farmer receives for the 
wheat itself. Studies of the department of agriculture indicate, 
however, that the admittedly great spread between the price the 
farmer receives and what the consumer pays is accounted for almost 
wholly by the cost of performing marketing services. The net profit 
of the distributing agencies rarely runs over five per cent of the price 
the consumer pays, and is generally less than that. The costs of 
production of the distributing agencies are the main thing, and ac- 
count for about ninety-five per cent of the spread between the 
prices the producer receives and the prices the consumers pay.! It 
is probable that these costs could be considerably reduced, either by 
concerted action and more intelligent organization of the present 
distributing agencies, or through coéperative marketing by the 
farmers themselves. Thousands of codperative organizations of 

1 United States Department of Agriculture, Yearbook, 1924, p. 43. 
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farmers are already in existence, and in many cases the results of 
their operations have been highly satisfactory. 

The benefits to be derived from codperative marketing have been 
strikingly shown in the case of citrus fruit growers of California. 
Packing charges and marketing costs were reduced. Modern 
packing and precooling plants were developed, and the grading of 
fruit was improved. Further economies were effected when the 
codperators used their marketing organization for the codperative 
purchase of supplies. Finally, by coéperative advertising these 
fruit growers stimulated the demand for their product, so that in 
the twenty years ending in 1922-23 they had increased their market 
tenfold.! Not every agricultural industry could realize such a va- 
riety of benefits from coéperative marketing, but most agricultural 
industries might realize some of these benefits. If individual pro- 
ducers do not find it feasible to codperate with their fellow produc- 
ers in marketing, they may in many cases develop a trade-marked 
specialty just as manufacturers do, which will sell at its own price, 
and not be dragged down to the competitive price level of the com- 
modity in general. A good example of this is eggs. Consumers 
will readily pay five to ten cents a dozen extra for eggs that they can 
trust. Similarly, by establishing a reputation for selling only high- 
grade stuff producers may develop a special market for many other 
agricultural products, including milk, butter, apples and other 
fruits, and potatoes. Even in the case of such staple products as 
wheat and corn some producers, by observing special care, could raise 
grain of extra good quality to be sold for seed at more than the gen- 
eral market price, just as many live-stock growers now raise and sell 
thoroughbred live stock for breeding purposes. Fortunately many 
farmers are already aware of the advantages to be gained from these 
various sources. Naturally the methods here suggested are limited 
in their application, since not every producer can produce products 
superior in quality to those of all his competitors. Yet if all pro- 
ducers turned out products superior to the average of to-day, it is 
probable that the average prices obtained would be somewhat higher 
than those now prevailing, other things being the same. Good 
eggs will always command a better price than bad eggs, even if 
marketed in the same quantity. It is probable, too, that farmers by 

1United States Department of Agriculture, Yearbook, 1924, p. 43. 
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supporting scientific research might find new uses for farm products 
and thus tap new sources of demand: for instance, gas, carbon, oil, 
paper and other products may be produced from straw or corn 
stalks. So long as farmers specialize in producing only food pro- 
ducts they cannot hope for a rapidly expanding market, since popu- 
lation grows slowly and the capacity of the human stomach is 
limited. 

11. Agricultural credit. One of the chronic complaints of the 
farmer is the scarcity and high cost of loans. Farmers whose capi- 
tal is limited may need loans of three kinds — short-term loans and 
long-term loans, and a third class intermediate between the first 
two. Short-term loans running from three to six or nine months 
they require to finance their current operations of the year — to 
cover the expenses incurred between the time of planting and the 
time of selling the crop. Live-stock growers sometimes require 
longer loans, running from one to three years, to finance the feeding 
of a bunch of steers or the growing of a bunch of mules. Long-term 
loans, or mortgage loans, are required to finance the purchase of 
farms, the farmer often having only half or less than half enough 
money of his own with which to pay for the farm he desires to 
buy. Owing to the weakness of the farmer in bargaining with the 
money lenders, the uncertain security he has been able to offer, or 
the scarcity of loans offered in his market, he has in the past been 
compelled to pay high, and in some eases, extortionate rates of in- 
terest. Recent federal legislation has improved credit conditions for 
the farmer in respect to all three classes of loans. Federal Reserve 
Banks may under the law rediscount agricultural paper having 
nine months to run, whereas other commercial paper may be redis- 
counted only up to three months. Intermediate Credit Banks and 
National Agricultural Credit Associations have recently been 
created to provide the farmer more fully with intermediate loans 
running up to three years. And Federal Land Banks, National 
Farm Loan Associations, and Joint-Stock Land Banks have been 
established to provide him with a more liberal supply of long-term 
mortgage loans. Moreover, national banks have been relieved of 
some of the former restriction on lending money on farm mortgages. 

Another device that has improved the credit facilities of the 
farmer is the system of federally licensed warehouses. Farmers who 
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want to hold their products for sale later at possibly higher prices, 
but who need some ready cash, may place them in warehouses li- 
censed and inspected by the Federal Government. For the stored 
products the producers receive warehouse receipts which are be- 
coming widely recognized by bankers as the best form of security 
for loans on agricultural products. Among products considered 
eligible for storing under the warehouse law are cotton, wool, grain, 
tobacco, peanuts, potatoes, and broom corn. 

These various credit laws have benefited a great many farmers, 
and as farmers learn to utilize them to better advantage the bene- 
fits derived from them will be materially increased. 

12. Ultimate effects of lower costs and higher prices of farm pro- 
ducts. These various measures here discussed, designed to bring 
prosperity to the farmer, have primarily two purposes — on the one 
hand to reduce costs of production, and on the other to raise prices 
of farm products, to the end that the farmer may enjoy a larger net 
income than at present. Suppose both these results are achieved, 
and that farmers in general enjoy lower costs and higher prices 
what will be the probable result in the long run? 

Some interesting possibilities suggest themselves to the student of 
economic theory. First of all, profits in agriculture would be en- 
hanced, making agriculture a more attractive business. At the 
same time credit would be more easily obtained. This would en- 
courage more men to engage in agriculture, and would bring about 
an expansion of the industry which would tend both to reduce 
prices of agricultural products and to raise costs of production, so 
that the good results obtained from our remedies would be in part 
nullified. The increased costs would result primarily from the 
greater demand for farm land, which would rise in rental value or 
in price, and from the greater demand for farm hands, which would 
tend to raise the level of agricultural wages. The profits that 
tended to emerge as the result of the temporary higher prices and 
lower costs would therefore tend quickly to disappear, leaving the 
farmer’s income once more to consist primarily of wages for his 
labor, interest on his capital invested in farm equipment and im- 
provements, and rent on his land. Interest on his capital would 
probably remain unaffected by the expansion, so that if any increase 
in farm income remained as the final outcome of the remedies ap- 
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plied it would be in the form of higher wages for the farmer’s own 
labor, and higher rent on his land. To the extent that the final re- 
sult would be represented by a higher level of farm wages, practi- 
cally all farmers would benefit in the long run, since practically all 
farmers’ income consists in part of wages. To the extent that the 
final outcome meant merely higher economic rent, it would not 
benefit all farmers, but only those who owned land before the higher 
rents emerged — and, it may be added, their heirs. 

All farmers who rented land, and all who bought land after the 
rise in rents and in prices of land took place, would gain nothing 
from this source. It might be urged that even if the newcomers had 
to pay higher prices for their land they could borrow more cheaply 
than before. But it should be noted that the price of land tends to 
be the rental value capitalized at the current rate of interest, so 
that the lower the rate of interest on farm loans, the higher tends to 
become, almost automatically, the price of farm lands. The very 
remedies that we apply, then, to improve agricultural conditions 
may bring about a rise in land values that will plunge future buyers 
of land even more deeply in debt than if our remedies had not been 
applied. 

13. A suggested solution of the farm problem. The foregoing 
discussion may seem to indicate that there is no solution for the 
farm problem — no method of restoring all classes of the agricul- 
tural population to a condition of prosperity equal to that pre- 
vailing in other industries. But to conclude that such is the case 
without first considering some solutions suggested by the analysis, 
in sections 1-7 of this chapter, of the fundamental causes of agri- 
cultural depression, would be unwarranted. That analysis may 
be summarized as follows: 

Agriculture being an industry of small-scale production, the 
average farmer’s income in the form of interest on capital or rent 
from land is small. Competition being unrestricted, production 
tending to expand as a result of new lands being brought under 
cultivation and of labor-saving devices being introduced, and de- 
mand for farm products being inelastic, the prices of farm products 
tend constantly to fall below the cost of production of the farmer 
of average efficiency, so that comparatively few farmers enjoy 
profits, and many suffer losses. Farmers with small gross in- 
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comes cannot pay high wages, and wages of farm laborers tend to 
be very low. Lack of organization of farm laborers contributes to 
this result. Low wages for farm hands tend to depress the farm- 
er’s income, which consists in large part of wages for his own 
labor. Restricted competition or absence of competition in other 
industries tends to maintain a relatively high price level for non- 
agricultural products, and this increases both cost of production 
and cost of living for the farmers. These unfavorable economic 
conditions in agriculture naturally cause a drift of population from 
country to city, which is strikingly illustrated in Table XXXIV on 
page 782. But for various reasons the flow of population from 
farm to city is not great enough to offset the natural increase in 
rural population and the improvements in methods of agricultural 
production, so that output tends constantly to be so great as to 
depress prices of farm products and to keep farm incomes low. 

Such being the fundamental causes of low farm incomes, consider 
the obvious remedies. Organization of farm laborers might be 
suggested as a means of forcing up farm wages. Higher farm 
wages, if they increased costs of all farmers alike, might be shifted 
to the consumer in higher prices, in the manner of an excise tax. 
Could this be done practically the whole farm population would 
benefit, since the income of most farmers consists in part of labor 
income. But organization of farm hands would be exceedingly 
difficult to achieve because they are widely scattered and in many 
cases are casual laborers — drifters. Organization of farmers 
themselves might also be suggested, with a view to restricting out- 
put and raising prices. But such organization is difficult to ac- 
complish, and monopolistic restriction of output in any industry 
is pernicious and contrary to sound public policy. Reduction of 
the tariff and less restriction of output in other industries would 
bring some relief to the farm population in lower cost of living and 
lower cost of production, but for political and other reasons no 
substantial and permanent improvement can be expected from this 
quarter. 

The only remedy for the farm problem that seems to the present 
writer to be of permanent and substantial value is one that combines 
the use of every possible labor-saving device in agriculture, to the 
end that per capita production in agriculture may be greatly in- 
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ereased, and a public policy of encouraging the movement of popu- 
lation away from the farm. Let the surplus farm population be 
diverted into industries for whose products there exists an elastic 
demand. With the number of farmers and farm hands considerably 
reduced, while total production remains the same or increases, per 
capita farm income may be raised even in the face of falling prices 
for farm products. And it is probable that farm hands, renters, and 
farmers who owned their farms would all share in the gain. This 
suggested solution does not require the repeal of economic law by 
legislative enactment, but requires merely that we encourage by 
education and publicity a movement away from the farms which 
is already taking place on a grand scale, but not rapidly enough to 
accomplish effective results in placing agriculture financially on a 
par with other industries. 

The remedy here suggested is designed primarily to give agricul- 
ture relief from its state of chronic depression resulting from funda- 
mental economic conditions such as have prevailed in the United 
States during the last half century. It will of course not afford 
prompt relief to agriculture from the effects of the recent period of 
inflation and deflation. There seems to be no way of avoiding the 
evils of inflation and deflation other than to avoid inflation. Some 
temporary relief might be given to the farmers by prompt reduction 
of the excessive burden of taxation placed upon them by the general 
property tax, and perhaps in some instances by reduction of freight 
rates on their products. 


EXERCISES 


1. Contrast conditions in agriculture with conditions in other great industries 
in respect to the degree of domestic and foreign competition that prevails. 

2. Which has grown more rapidly in the United States since 1880 — rural or 
urban population? Why? 

3. If, as many farmers maintain, urban population is more prosperous than 
rural population in the United States, why do not farmers drift to the 
cities in such great numbers that agricultural production declines, and 
prices of agricultural products rise until farm incomes are once more on a 
par with other incomes? 

4. What were the immediate causes of the post-war depression in agriculture? 
Did all farmers fare equally in this depression? Why, or why not? 

§. If the project of dumping the exportable surplus of important farm pro- 
ducts on foreign markets should be adopted, as is strongly urged by many 
farm leaders, in order to permit the domestic supply to be sold at a price 
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above the world market price, how would be determined the amount of the 
exportable surplus? What would be the effect on output? 

6. If the price of farm products could be raised by dumping the exportable 
surplus, would the extra income of agriculture take the form of wages, 
interest, rent, or profits, or a combination of two or more of these four? 
Why? What difference would it make which form it took? 
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CHAPTER XL 


EVILS OF THE PRICE AND PROFIT SYSTEM AND 
REMEDIES PROPOSED 


1. Main evils of present system are insufficient goods and leisure 
and long hours of irksome labor. The foregoing chapters repre- 
sent an attempt to explain how production is carried on and accord- 
ing to what principles the product of industry is distributed among 
the persons taking part in production under the price and profit 
system. As the discussion has proceeded, various evils or defects 
of the price and profit system as it exists in the United States have 
been pointed out, and various suggestions for removing or mitigat- 
ing these undesirable characteristics have been made. In this 
final chapter it may serve a useful purpose to consider further the 
shortcomings of the present industrial system and some of the rem- 
edies proposed to cure its ills. 

The main evils of the price and profit system are that it does 
not provide most human beings in even the most favored countries 
with enough goods and services and enough leisure to live reason- 
ably healthy and happy lives, and that it subjects the masses to long 
hours of irksome labor. Even in the United States, which leads all 
other countries in wealth and income per capita, the incomes of the 
vast majority of families are so limited that painful questions of eco- 
nomy arise in respect to food, clothing, housing, and even in respect 
to proper medical attention, the lack of which may mean suffering, 
deformity, or untimely death. For the average workman, hours of 
leisure are so restricted, hours of toil so long, and labor so irksome 
that his workshop might just as well be considered a prison in which 
he is confined for perhaps a third of his adult life. For the masses, 
life must often seem not a gift to be enjoyed but merely an inter- 
minable number of days of irksome and ill-paid toil, brightened now 
and then by a holiday or a bit of good fortune. Their happy and 
care-free hours are mere splotches of color on a drab and somber field 
of toil and poverty. 

2. Economic conditions requisite for a happy life. From the 
purely economic point of view the conditions requisite for a happy 
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life are such an abundance of goods and services, such ample leisure, 
such freedom from irksome toil, that there is opportunity to develop 
to the full one’s physical and mental powers and to enjoy them. 
This is not to say, of course, that the happiness of different individ- 
uals varies directly in proportion to the amount of goods, services, 
and leisure they enjoy, and inversely in proportion to the amount 
of labor they perform. There are other factors to be considered. 
But other things being equal, he whose economic conditions are 
favorable will enjoy life more than others less fortunately situated. 
The ideal industrial system would grant to every one the economic 
conditions requisite to a complete and happy life. 

Obviously if alarge proportion of the people have such unfortunate 
dispositions that they cannot be happy unless they have all things 
in greater quantity and of better quality than any one else, and find 
any kind of useful labor irksome, then the difficulties of devising an 
industrial system that even remotely approaches the ideal are in- 
superable. If, however, the vast majority of the people can free 
their minds of ignoble envy and greed, and can find joy in useful 
labor for a few hours a day, then the ideal is at least approachable 
even if unattainable. 

3. The price and profit system not ideal. It must be admitted 
that the price and profit system of production and distribution falls 
far short of the ideal system. There are some who believe that its 
evils can be greatly mitigated by a careful analysis of the causes of 
them, and a systematic attempt to remove or modify those causes. 
There are others who believe that the system is hopelessly bad, that 
it can be but little improved, and that substantial improvements in 
the economic conditions of the masses can be realized only by scrap- 
ping the present industrial system and setting up some new type of 
economic organization, such as socialism or communism. In our 
chapter on The Functions of Government we have already dis- 
cussed socialism and communism, and our conclusions in respect to 
the results of either of these isms were not at all optimistic. Social- 
ism, we found, has some attractive features, but it also has undesir- 
able features which might cause it to work in practice worse than 
the price and profit system. As for communism, we did not find it 
worthy of serious consideration as a possible solution of our economic 
problems. 
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Concerning all proposals to set up some new type of economic or- 
ganization this may be said: Their advocates show a strong tendency 
to exaggerate the evils of the present system and to overlook the 
practical difficulties of operating their proposed system. Further- 
more, they overlook the tremendous advance in material welfare 
which the present system has made possible in leading industrial 
countries during the last century and a half, and the strong prob- 
ability of even more rapid advance in the future, and they exagger- 
ate the advantages that would follow from the adoption of their 
proposed system, even supposing that their system would work well 
in practice. Finally they presuppose such fine human qualities in 
the directors of industry and the workers under the new system and 
such an absence of undesirable human characteristics as would make 
any system of production give splendid results, whether it were thor- 
oughgoing communism or feudalistic capitalism. The writer is 
under the impression that we can get better results in terms of hu- 
man welfare by studying and improving the industrial machine we 
have than by scrapping it and trying to construct a new one. If 
socialism or communism should eventually prove to be the economic 
goal of the human race we are more likely to get there safely by 
easy stages than by one great flying leap — by evolution rather than 
by revolution. 

4. The two fundamental causes of poverty and long hours of 
labor. It has been stated that the main evils of the present system 
are that it does not provide the masses with enough goods and serv- 
ices and enough leisure to live reasonably healthy and happy lives, 
and that it subjects them to long hours of irksome toil. There are 
two fundamental causes of these evils — ineffectiveness of labor and 
inequality. So comparatively ineffective is labor at present that if 
every able-bodied person worked long hours and if the product of 
industry were distributed equally among all there would still be a 
great scarcity of goods and services. In other words, without in- 
equality in working conditions and without inequality in the dis- 
tribution of wealth and income the masses would still be subjected to 
long hours of tiresome labor and would live stunted lives for lack of 
goods and leisure. That inequality exists only makes a bad matter 
worse. Because many persons work only short hours, or at only 
attractive tasks, or not at all, the burden of long hours and dis- 
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agreeable work falls more heavily on the shoulders of others. Be- 
cause a fortunate few obtain for themselves a superfluity of goods 
drawn from the already inadequate stock of goods in the industrial 
output, there is Just so much less for the unfortunate majority. 

There are, then, two ways of improving the economic conditions 
of the masses — namely to increase the quantity of goods produced 
per capita, and, if possible, per hour of labor, on the one hand, and 
to promote equality in conditions of labor and distribution of wealth 
and income on the other. 

5. If incomes were equalized, all would be poor. It is easy to 
overestimate the gain that may come to the masses from a greater 
degree of equality in labor burden and in income. The idle rich 
and other loafers are more conspicuous than numerous, and if they 
were all set to useful labor the total output of industry would not be 
substantially increased nor would the burden of toil of the rest of 
the people be much lightened. As for the great disparity in in- 
comes, one may easily draw wrong conclusions concerning the net 
gain to the poor by the distribution among them of the excess in- 
comes of the rich. In our discussion in other chapters we have 
shown why such distribution of the rich men’s income among the 
people would not represent an equal net gain for the poor. But even 
if the poor gained a dollar in income for every dollar taken from the 
rich, the gain would still not be a tremendous one. In 1918, for 
instance, government statistics show that 40 per cent of our na- 
tional income was divided among 14 per cent of the people, leaving 
60 per cent for the other 86 per cent of the people. Now if we had 
robbed the 14 per cent of all their income, and had handed it over in 
toto to the other 86 per cent, we should have increased their incomes 
by just two thirds, provided they had kept on working as hard as 
ever. But, as we have shown elsewhere, a considerable part of the 
income of the rich is already being used directly or indirectly for the 
benefit of the poor in the form of huge donations to philanthropic, 
scientific, and educational institutions, in the form of taxes, and in 
the form of savings which add to the industrial equipment of society 
and thereby increase the effectiveness of labor. It is doubtful 
whether the net gain to the great mass of our people would be more 
than 25 per cent if the total income of the country were distributed 
equally among all the people, since part of what the poor thus 
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gained directly, they would lose indirectly. We are considering 
here only the more or less immediate effects of such distribution 
of income, and not its more remote effects. But let us consider the 
subject further. 

6. Greater gains possible from increasing effectiveness of labor 
than from equalizing incomes. Just because we cannot take 
enough from the rich to distribute among the poor to make all of 
these unfortunates rich is no good reason why we should not take 
what we can from the rich if it serves a good purpose. If we accept 
the law of diminishing utility, as all good economists must, then 
every dollar we take from the rich and give to the poor presumably 
increases the sum total of human enjoyment, and such taking and 
giving would be justified by the principle of the greatest good for 
the greatest number, which seems to have pretty general acceptance 
at the present time. This is merely a variation of the argument we 
have already presented to support progressive taxation. If we 
have our eye only on the immediate effects of the equalization of 
incomes then we might justify ruthless equalization. But equaliza- 
tion would have remote as well as immediate effects, and the former 
cannot be left out of consideration. Taking from the rich and giv- 
ing to the poor will affect production. In some cases it may tend to 
increase the productiveness of industry, and in others to diminish it. 
Now the possible gains to the poor from increasing the effectiveness 
of labor are infinitely greater than the possible direct gains from 
equal distribution of wealth and income. Productiveness of labor 
may be doubled, trebled, quadrupled, for industry as a whole. In 
particular industries it has been increased in some cases a hundred- 
fold since the industrial revolution. Labor may benefit more in 
ten or twenty years from wage increases following greater produc- 
vivity of industry than it would benefit from distribution among its 
ranks of all the incomes of the wealthy. 

The possible gains from greater productivity of industry are 
strikingly illustrated in Table XXXV. This table shows that the 
average “‘current income” per capita in the United States was 
$105, or 33 per cent greater in the five-year period 1922-26 than in 
the five-year period 1909-13. This is the increase shown after in- 
comes in both periods are reduced to terms of 1913 dollars. If the 
workers may be assumed to have received an increase in wages pro- 
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portionate to the increase in total per capita income, they probably 
gained more from the increase in productivity of industry during 
this thirteen-year period than they would have gained by equal 
distribution of all income at the beginning of that period. 


_TaBLe XXXV. Estimarep Current IncoME Per Capira IN THE 
Unitep States ! 


YEAR Current DoLuars 1913 DoLLars 
1909 $299 $312 
1910 307 315 
1911 309 312 
1912 321 323 
1913 3829 329 
1909-138 average 313 318 
1922 597 369 
1923 689 421 
1924 700 426 
1925 G52, 445 
1926 770 455 
1922-26 average 702 423 


Increase 1922-26 over 1909-13 average 105 


Now if it were possible to add to the benefits of the poor which 
result from greater production of goods and services the further 
benefit of flinging to them the money incomes of the rich it might be 
all very well. Suppose, however, that taking from the rich and 
giving to the poor slows down industrial progress, so that produc- 
tivity of industry does not increase for a generation, or even dimin- 
ishes! This is a possibility to be reckoned with. In taking from 
the rich to give to the poor we must be careful. If it increases pro- 
ductivity of industry it may be considered socially expedient and 
desirable. But if it diminishes productivity it is socially inexpe- 
dient and undesirable because in that case it will probably do more 
harm than good even to the poor. 

Some methods of bringing about greater equality of incomes are 


1From News-Bulletin of the National Bureau of Economic Research, February 
21,1927. The figures for all years are estimates, but those for the earlier years are 
more carefully computed than those for the later years, which are subject to revision 
when more complete data become available. None of the statistics in Table XX XV 
are exactly comparable with the figures given in Table I, on page 10, which were 
compiled several years earlier and on a somewhat different basis. 
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likely to increase productiveness of industry. Others are likely to 
diminish productiveness. Why this is so can be understood better 
after one has made an analysis of conditions favoring high produc- 
tivity, and of the causes of low productivity ofindustry. Such an 
analysis is worth while for two reasons. First and foremost, it 
throws light on how we may increase the total output of industry, 
and second, it indicates the advantages and limitations of various 
equalitarian programs. 

7. Conditions favoring high productivity of industry; healthy 
workers. The reader may recall that in our chapter on Differences 
in Wages we stated that the conditions favoring a large output of 
products per capita in any country are: first, strong, healthy intel- 
ligent, well-trained, and willing workers; second, rich and abundant 
natural resources; third, an ample supply of managerial ability of a 
high order; fourth, a great supply of capital, or man-made produc- 
ers’ goods; and fifth, sound political and financial conditions. Now, 
anything that tends to create or promote these favorable conditions 
tends to increase the productivity of industry, and anything that 
tends to destroy or prevent the development of these conditions 
¢ends to diminish the output of industry. Let us consider to what 
extent these conditions exist in the United States, and how, if at 
all, it may be possible to make industry more productive by im- 
proving conditions of production. 

Begin with our workers — the rank and file of the army of indus- 
try. Man for man they compare favorably with the workers of 
other countries. But they are far from perfect in health, in intel- 
ligence, in training or education, and in willingness to work. To in- 
crease their natural intelligence, except in so far as this depends on 
health, is perhaps impossible, unless we are to embark on a program 
of applied eugenics, which would work out its results only through 
several generations. Passing by this possibility, which is only of 
more remote interest, let us consider the question of health. 

How far short our workers fall of being physically sound is indi- 
cated by the fact that in the first draft for the World War one third 
of the men of the ages from twenty-one to thirty-one were rejected 
as unfit for active military service. Among older men the percent- 
age of unfit would of course be even higher. Parenthetically we may 
remark that in Great Britain conditions were even worse. There it 
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was found that of every nine men of military age, eighteen to forty- 
two years, only three were perfectly fit and healthy. Of the other 
six, two were definitely infirm in health and strength, three were 
incapable of undergoing more than a very moderate amount of 
physical exertion and could almost be described as physical wrecks, 
and the remaining man was a chronic invalid.! 

Obviously men who are unfit for military service are less fit for 
industrial service than men who are physically sound. Physical 
defects not only cut down the work span of a man’s life, short enough 
at best, but they reduce his efficiency during the time he does work. 
It is of course impossible to make every one perfectly fit and healthy. 
But it is easily possible by means known to science to-day, and not 
difficult to apply, to make millions of our workers more healthy and 
fit than they now are. More particularly we should note that most 
of those who are now unhealthy or crippled became so through pre- 
ventable disease and accidents, such as we should not permit being 
inflicted on the next generation. If all preventable diseases and 
accidents were prevented, and if all workers suffering from curable 
diseases were given proper medical attention industry would be- 
come enormously more productive. 

The economic loss in the United States resulting from neglect of 
health supervision in industry has been estimated at $1,000,000,000, 
and the loss from public accidents in the general population at more 
than $2,000,000,000, annually. These figures are based on the eco- 
nomic value of the lives lost through preventable or curable disease 
and through accidents, and on the economic cost of injury to health 
or to physical fitness. Here is a total of $3,000,000,000, or more 
than five per cent of the national income at the time covered by 
these estimates. 

While the foregoing discussion of health is concerned primarily 
with workmen, the rank and file, it applies also to leaders of indus- 
tries, the business men. Even these suffer from preventable dis- 
eases and accidents, although they are better able by their wealth 
and knowledge to obtain proper medical attention. More atten- 
tion to the prevention of disease and accident would give us more 
capable business men as well as more capable employees. 


1 Federated American Engineering Societies, Report on Waste in Industry, pp. 347-48. 
2 Tbid., p. 369. 
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8. Training and education. In training and educating our work- 
ers for their tasks, from the lowest to the highest, from the garbage 
collector to the railroad president, we are notoriously slack. We 
are a great people for bluff. We get the job or position first and 
prepare ourselves for the task afterward, trusting to our natural in- 
genuity to ‘“‘get by with it.” Often we do get by with it, but fre- 
quently we succeed in this by reason of the scarcity of well-trained 
competitors who could do the task better. All this is enormously 
wasteful. The automobile “mechanic”? who does not know the 
difference between a crank shaft and a monkey-wrench when he 
goes on his job may get by with it long enough to learn, because his 
foreman is just learning the trade himself. Meanwhile the life of 
one’s car is reduced. As for our mechanics they often would find 
no one to teach them, or no school in which to learn their trade, if 
they tried. 

But even those more fortunate workers who are presumably being 
given in our schools an opportunity to prepare themselves for their 
life work often profit but little from their chance. Many of our 
high school and college students alike devote more mental] energy to 
learning how to avoid learning anything than they would need to 
give to their studies in order to master them. They devote them- 
selves to the cult of bluff instead of to the cult of learning and of 
service. In recent years, particularly, many have come to believe 
that the main avenue to opulence and ease is the ability to handle 
men, and that such ability is somehow or other entirely lost through 
the acquirement of any kind of exact knowledge, such as mathe- 
matics, chemistry, or physics, or through an understanding of the 
principles of economics or political science, or the reading of his- 
tory. With the increasing complexity of our industrial organiza- 
tion this point of view represents a national misfortune, since in 
the future our captains of industry as well as the lesser leaders of 
our industrial army must be increasingly well-educated men. It 
is probable that the devotees of bluff will in the near future suffer 
disillusion, and will return to advise the succeeding generations of 
students to look to their books. The rule-of-thumb methods in 
business are no longer so serviceable as in the past, and it may yet 
come to be a proverb that the self-taught man has a dunce for a 
pupil, and that the self-made man has bungled his job. 
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The most useful men in industry in the years ahead will be those 
who know their mathematics, their chemistry, their physics, their 
biology, their economics, and other sciences, without which further 
substantial improvement in the processes, the organization, and the 
management of industry will be impossible. There is no way in 
which the product of industry could be more increased than by a 
national program of preparing every worker to perform his task, 
and this applies particularly to those workers higher up, who have 
most to learn if they are to do their work well. 

9g. Waste resulting from incompetent and dishonest business 
men. One poor manager of industry, if he has 10,000 men under 
his control for a period of one year may practically waste 10,000 
years of labor, and cause still further waste in the misuse of produc- 
ers’ goods produced by the labor of other men. An equal amount 
of waste would be caused by a business man with 10,000 men under 
him for ten years who is ten per cent less efficient than he ought 
to be. Similar losses may be caused by business men who are com- 
petent but dishonest. Incompetent or dishonest business men, if 
they are numerous and hold positions of great power and responsi- 
bility, are nothing less than a national calamity. It is one of the 
virtues of the price and profit system that it tends to weed out the 
incompetent, but this weeding-out process is a costly one. The waste 
occasioned by the hundreds of thousands of incompetent business 
men who manage by luck, inheritance of property, persuasive 
tongue, or downright dishonesty, to gain a foothold in business with 
control over billions of dollars’ worth of capital and millions of men’s 
labor is appalling. This loss is only partially recorded in the tens 
of thousands of business failures reported annually by such credit 
agencies as Bradstreet’s or Dun’s. To the waste caused by the in- 
competent must be added the waste caused by the dishonest busi- 
ness men, who unfortunately often thrive by their dishonesty, as 
when they are placed in positions of trust. Directors of railroads, 
for example, may dissipate many millions of dollars’ worth of other 
people’s capital to reap a few dishonest millions for themselves. 
Many great corporations have drifted into bankruptcy and many 
thousands of investors have been impoverished through the oper- - 
ations of men of this stripe. 

When public opinion holds such men to be contemptible thieves, 
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as it should, and when courts of justice manage to put them behind 
the bars, losses through dishonest business practices will diminish. 
Heretofore we have been inclined to condone such practices by the 
euphemism that ‘‘ business is business,”’ and to justify them by the 
legal phrase, caveat emptor. But business incompetence causes far 
greater waste than dishonesty, and to this subject we may well give 
further attention. 

Business men who are less efficient than they ought to be cause 
waste through faulty management and control of materials, plant, 
equipment, and men. In part this faulty management and control 
is to be laid to the personal shortcomings of individual business men 
in their management of their own plants, and in part to lack of a 
proper amount of codperation among business men in a particular 
industry for the good of the industry asa whole. In relation to this 
subject every student of economics ought to study the Report on 
Waste in Industry by the Committee on Elimination of Waste in 
Industry named by Mr. Herbert Hoover to make an authoritative 
investigation of conditions in industry in 1920. Setting as astand- 
ard of reasonable efficiency in management the results obtained by 
men who had achieved notable success in the various industries 
studied, the Committee found that the average business men fell far 
below this standard, and that the individual shortcomings of busi- 
ness men were responsible for more than fifty per cent of the waste in 
industry. In other words faulty individual management was held 
to be responsible for more waste than all other factors combined, 
including labor, the public, trade relationships, and so on. 

10. Examples of waste from faulty management. To bring out 
more clearly the nature of the waste in industry resulting from faults 
of management we may note the following concrete examples drawn 
from the Report on Waste in Industry already referred to: 

In the shoe industry leather was found to be wasted through 
lack of training and proper supervision of cutters, and workmen 
wasted thirty-five per cent of their time waiting for work and ma- 
terials. 

In the clothing industry gambling in cloth affected most of the 
‘ processes of production and raised the cost of production. In that 
industry no systematic method of keeping the workers supplied with 
work was followed, so that it was impossible for the foreman and 
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his assistants to keep an even flow of material to each operator. 
The lack of effective planning and administration in one large typi- 
cal plant wasted one fifth of the workers’ time. 

A survey of more than 1500 printing plants in New York City 
showed that less than one sixth of the number kept a cost system or 
had a knowledge of general costs. How wasteful this lack of ac- 
counting was may be surmised from the fact that in 1919 those estab- 
lishments that had a cost system or had a knowledge of general 
costs made money, while the five sixths that kept no cost system or 
had no knowledge of general costs lost money. Under conditions 
of competition it is a reasonable assumption that those who lose 
money while others make money are producing wastefully. 

In their management of labor the committee found management 
at fault in various respects. In particular they found a lack of 
modern personnel relations. Business men learned too little about’ 
their employees to obtain reasonably good results. Employees had 
no unbiased means of approach toemployers. Hiring and firing was 
at the will of foremen and superintendents rather than under the 
control of employment managers specially prepared for their task. 
Often men were not assigned to the tasks for which they were best 
fitted even if such tasks were available in the plant. Men left or 
were fired for reasons known only to their foremen — left perhaps be- 
cause of unfair treatment by these foremen. Another fault in labor 
control was improper or inadequate methods of wage payments. 
All these conditions tended to produce a high labor turnover. By 
labor turnover is meant the ratio between the number of employees 
separated from their positions during the year and the average num- 
ber on the payroll. In the metal trades the plants for which statis- 
tics could be obtained averaged a labor turnover of 160 per cent. 
Since training a new man to work is a costly process, both in low 
production and in wasted or damaged materials or tools and machin- 
ery, such a high labor turnover is exceedingly wasteful. In the 
shoe industry it has been estimated that to train an inexperienced 
man for cutting upper leather costs $576, and to install an expe- 
rienced man in a different shop costs $50. 

These examples of waste are taken more or less at random from 
the Report on Waste in Industry, but they illustrate the nature of 
the faults of management, and indicate the nature of remedies that 


812 THE PRICE AND PROFIT SYSTEM 


may be applied. In short, business men in positions of responsibil- 
ity ought to be trained to understand the nature of their problems. 

11. Wastes of the business cycle and competition. For the tre- 
mendous wastes of the business cycle with its wasteful overproduc- 
tion of some things, its underproduction of others, its extravagant 
price movements, and wasteful consumption, and its long periods 
of idleness of labor, plant, equipment and materials, business men in 
their individual capacity are not wholly responsible. But if they 
were better informed in economic history, in fundamental principles 
of economics, in banking and finance, and had a better knowledge of 
business statistics, they would be less likely to expand operations 
recklessly in periods of growing prosperity. They would gain in 
sound judgment and in prudence, and would be less likely to dis- 
cover, when the bubble of prosperity bursts, that they had wasted 
hundreds of millions of dollars of social capital, and ruined them- 
selves into the bargain. 

For the great wastes of competition resulting from needless dupli- 
cation of plants, and from costs of production above the price of the 
product, individual business men are also responsible only in part. 
Sounder judgment, wider knowledge, and, particularly, better systems 
of cost accounting would eliminate much of this waste. But the 
wastes of ordinary competitive conditions and. the wastes of the 
business cycle result in part from conditions over which any par- 
ticular business man has no control. These conditions can be con- 
trolled only by trade organizations, by central statistical agencies — 
operated either by the government or by business organizations — 
and by positive governmental action through the banking system. 
This matter has already been discussed elsewhere in this volume and 
requires no further elaboration here. 

12. Workers with more incentive to loaf than to labor. One of 
the unfortunate characteristics of the price and profit system of 
industry is that it leaves many workers with no strong incentive to 
do their task well, and to labor whole-heartedly, except the fear of 
losing their jobs. Itis not to be expected that an ordinary workman 
whose set task consists of monotonous repetition of identical sim- 
ple motions for eight, ten, or twelve hours a day, or of fatiguing 
labor in lifting, moving, or carrying heavy articles, or the like, will 
take pleasure in such work for its own sake. Neither is it to be ex- 
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pected that he will do such work for the love of the public. That 
sort of labor is ordinarily performed for the sake of the wages paid to 
getit done. Furthermore, it is not to be expected that the workmen 
engaged in such tasks will work with all their might if they see no 
direct relation between the amount of work they perform and the 
size of their pay checks. Finally, if they have reason to believe that 
the less they do per day or hour, the more steady will be their em- 
ployment, and the higher their wage per day, we may expect to find 
them making a fine art of loafing on the job. If on top of this they 
hate their employers, and take pleasure in wasting materials, in 
damaging plant and equipment and in general hampering produc- 
tion, then we may consider conditions decidedly unfavorable for 
good work. Yet these are the conditions that are found to a greater 
or less extent in our industrial system. That these conditions exist 
is in part the fault of the employers who have in the past devoted 
too little effort to understanding and getting along with their em- 
ployees. But it is in part also the natural result of the fallacious 
economic theory of the workers. 

13. The lump of work theory. There is a theory entertained by 
many people, not only by workmen but by others, called the lump 
of work theory. This is, in short, that there is only a given amount 
of work to be done, and the sooner it is done the sooner the workmen 
will be out of work, or that the more each workman does, the fewer 
workmen will find employment. It seems, therefore, to be in the 
interest of the laborers to work slowly and to drag the work along so 
that it will afford employment to the greatest possible number for 
the greatest possible length of time. By the same theory fires, 
floods, earthquakes, and other disasters are blessings to the working 
class because they make work, and labor-saving inventions are mis- 
fortunes which take the bread from the laborer’s mouth. Sad to 
say, this theory has a considerable degree of plausibility if one ex- 
amines it only superficially. Obviously, if a house is to be built that 
requires 100,000 bricks, it will afford twice as many days of labor for 
bricklayers who place 500 bricks a day as for bricklayers who place 
1000 bricks a day. If the house is destroyed by fire or earthquake, 
then more bricklayers will soon be employed to rebuild it. If some 
man should invent a bricklaying machine, the bricklayers would lose 
their jobs. It is on the basis of such simple and obvious facts that 
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the lump of work theory stands. What this theory does not take into 
consideration is that when houses are less costly, more and bigger 
houses may be built, or that the money saved in lower costs of build- 
ing will be expended in the production of something else. The man 
whose house is destroyed and who must rebuild must thereby forego 
building or buying something else which would afford employment 
for labor. In short, loafing on the job, destruction of property, or 
failure to use labor-saving inventions does not on the whole increase 
the amount of employment available for labor, but only reduces the 
quantity of goods and services available for consumption by all the 
people, including the laborers. 

There is this much truth in the lump of work theory. Fires or 
other calamities may temporarily benefit building laborers by caus- 
ing a sudden increase in the demand for building labor unaccom- 
panied by an equal increase in the supply. Reduction in the num- 
ber of bricks laid per day may bring about an artificial scarcity of 
bricklayers, and raise wages, particularly if the bricklayers have a 
closed union and can enforce the closed shop, so that the number of 
bricklayers cannot readily be increased. The invention of a labor- 
saving machine, like the power loom, may deprive old workmen of 
their trade, as in the case of the hand-loom weavers. But such 
results are only local and temporary in their nature. In the long 
run anything that increases the output per day per worker will tend 
to raise real wages because it increases the total output of industry 
per capita out of which wages must be paid; conversely, anything 
that reduces output, or the total net addition to the wealth of the 
community, reduces wages because it reduces the only source from 
which they can be paid — the available supply of goods and services. 
There is perhaps a possibility that by far-sighted and _ skillful 
manipulation which would tend to make labor relatively in greater 
demand than before as compared with the demand for other factors 
in production — land, capital and management — the total share of 
labor in the distribution of the product of industry might be so 
much increased that it would more than offset the diminution 
caused thereby in the total output of industry. But it is almost a 
certainty that by any such tactics labor would actually so restrict 
total output of industry that its larger share of the restricted output 
would be smaller than its relatively smaller share in the greater out- 
put that flows from greater efficiency of labor. 
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Parenthetically it may be noted that there is a close relationship 
between the lump of work theory and some protective tariff argu- 
ments. Protectionists often argue just like these workingmen, that 
there is only a given quantity of goods demanded, and that the more 
there is imported the less there will be left for domestic producers to 
supply. For more valid arguments in favor of protection the reader 
is referred to our chapter on that subject. 

14. Day wages and piece wages. A knowledge of sound economic 
theory may tend to remove from the workman the incentive to loaf 
on his job and to oppose improvements in methods of production. 
But a more direct incentive to wholehearted effort is a clear percep- 
tion of the relation between the efficiency with which he labors and 
his real wages. Employers who can convince their workmen that 
their pay varies directly with the effectiveness with which they labor 
will obtain better results than those who cannot. Many experi- 
ments have been and are being carried on with this end in view. 
We cannot here discuss in detail various methods of wage pay- 
ments, or of wage adjustments, but we may enumerate some of the 
more common methods as well as some comparatively recent innova- 
tions, and note some of their essential features. 

One of the most common methods of paying for labor is to pay by 
the hour, day, or week. When large numbers of men are employed 
under this system and there is lack of close supervision it tends to 
discourage steady and effective labor, because there is no close rela- 
tion between the amount of work performed and the amount of pay 
received. The slacker and the waster may receive the same pay as 
the careful, industrious worker. The rate will be, let us say, fifty 
cents an hour, or five dollars a day for a ten-hour day, and every one 
will receive this rate of pay. Naturally if a worker becomes too 
obviously a loafer he may be fired, but there is a great difference 
between working just hard enough when the boss is looking not to 
get fired and working with a reasonable degree of industry. It is of 
course possible in some cases for the foreman to single out some 
workers as deserving a little extra pay because of their greater 
efficiency, and this is sometimes done. But it is easier to make the 
pay uniform for all workers of a given class; often trade-union rules 
practically require that this be done. 

It was discovered long ago that working men when paid by the 
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piece produce more of a given product per day than when paid by 
the day, for the obvious reason that a large output means more 
wages than a small output. Therefore the piece-work system of 
wages has been put into practice by many employers, men being paid 
a stated sum, for example, per ton of coal mined, or per pair of shoes 
lasted. But this system has serious limitations. First of all, it can 
be applied only where the work is standardized; that is to say, 
where all units of output are practically alike and require about the 
same amount of labor. It tends also to cause the worker to waste 
his materials and to produce an inferior product unless he is held 
strictly to account. 

The piece-work system may also be disadvantageous to the em- 
ployees. When first substituted for time work it may cause them 
to speed up and even to overexert themselves to gain the promised 
reward of higher wages. After they have established a higher 
standard of output the employer may cut the piece rate so that al- 
though they work harder and produce more than before, their wages 
are but little, if any, higher. If only a few employers in any in- 
dustry apply the piece-work system they may cut the rate because 
they will conclude that their wages per day ought not to be much 
higher, and need not be much higher, than the wages paid by their 
competitors. If all the employers in a certain industry adopt the 
piece-work system and thereby increase their total output, the price 
of their product may fall so much as to compel a reduction in the 
rate of wages per piece. Such cutting of piece rates might still 
leave the workers concerned better off than before if all industries 
became more efficient, turned out larger supplies of commodities 
and caused a general fall in the price of goods and services that work- 
ingmen buy with their money wages. But applied only here and 
there it may leave the particular workers concerned working harder 
than before, with no higher money wages, and with costs of living 
approximately the same. 

Because of the obvious disadvantages of both the ordinary time 
wage and the piece wage employers have tried out various other 
methods of wage adjustment. 

15. Premium system; profit-sharing; stock ownership; industrial 
democracy. ‘These various other methods have all had for their 
main purpose the establishment of a closer relation between the 
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efficiency of labor and the wages paid. One method is called the 
premium system, of which there are a number of variations. The 
essential idea, however, is to establish a standard output per worker 
per day or hour, and then to offer a premium to those workers whose 
output exceeds the standard. Wages do not rise exactly in pro- 
portion to increase in output, so the incentive to overexertion on the 
part of the worker, and the incentive or necessity for cutting the 
agreed-upon wage rate by the employer are both less than under the 
ordinary piece-rate system. It is said that this system has given 
good results in some cases. 

Another method is referred to as profit-sharing, of which there are 
also many variations. In brief this system of wage payments gives 
the workers in addition to their regularly agreed upon wages part of 
the profits of the business. Itis held that under this plan the workers 
are given an incentive to do their best to increase the profits of the 
concern and thus to increase their own wages. When profit-sharing 
is applied in good faith by the employers it does tend to increase the 
efficiency of the workers. It tends also to reduce labor turnover, 
since the workmen are more inclined to remain to the end of the year 
to claim their share of the profits. 

A closely related method is to encourage the workmen to buy 
stock in the corporation by which they are employed. This has the 
double advantage of encouraging thrift and of giving the workers an 
incentive to produce efficiently in order to earn larger dividends for 
their stock. The possible results of this method in eventually giving 
the workers control over the instruments of production and thus 
bringing into harmony labor and capital have been noted elsewhere 
in this volume. Closely related to stock ownership by employees 
which would give them control or partial control over their corpora- 
tion, is the plan of industrial organization referred to as industrial 
democracy, which we have already discussed briefly in an earlier 
chapter. The plan of industrial democracy would give the workers 
representation on the board of directors, and thus a voice in the 
management of the business organization for which they worked, 
including of course a voice in the determination of their own wages. 
It is doubtful whether such control or partial control could wisely 
be given to the workers except as a natural result of their gradual 
acquirement of shares of stock in the enterprise. Control without 
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ownership would tend to open the way to benefits without responsi- 
bility. The workers might have much to gain and little to lose by 
ruining their employer. The ideal solution of the labor problem, if 
there is any ideal solution, seems to consist in the employees’ being 
given a good opportunity through wages as generous as circumstances 
permit, and through their own thrift, to buy control of their corpora- 
tions and thus in effect become their own employers. This would 
give us profit-sharing, industrial democracy, codperation, all in one. 
As nearly as any form of industrial organization it would give the 
workers an incentive to labor whole-heartedly at their tasks. Yet 
even under this system there would be loafers, slackers, and wasters. 
There would still be workers who reasoned that neither their regular 
daily wages nor the dividends on their stock would be materially 
affected by the quality or quantity of work which they themselves 
performed, because any particular worker out of thousands employed 
could not by his own efforts much affect total production. 

16. Loss results from policies of restricting output. It is doubtful 
whether there is any one best method of adjusting wages in such a 
way as to gain the best results. Some employers in some industries 
may find one method best for their particular purposes, and others 
may find other methods best. But any method that is carefully 
worked out is likely to work better than some slipshod method to 
which no proper amount of thought has been given. In all cases 
the end in view ought to be such working relations between em- 
ployers and employees as will tend to lead to the maximum produc- 
tion of goods and services with a given quantity of labor, manage- 
ment, materials, plant, and equipment. The whole problem is 
complicated by the tendency of laborers, either individually or col- 
lectively as unions, to restrict output with the idea that this is to 
their advantage, and by the tendency of business men to form com- 
binations or agreements in restraint of competition and to restrict 
output by operating their plants at less than practical capacity in 
order to maintain higher prices. 

It would greatly increase human welfare if both employers and 
employees could be brought to see quite clearly that although re- 
striction of output may bring temporary and local advantages to 
particular industries or particular groups of workers, provided other 
industries and other groups of workers do not apply similar restric- 
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tions in order to gain similar advantages, in general and in the long 
run nearly every one suffers from restriction of output, including 
even those who initiate the practice. If in the past this generaliza- 
tion has not always held true it has been because some did not know 
that others were pursuing a policy of restriction, or because some 
lacked the means or instruments of restricting the total quantity of 
the thing they had to sell. But with the more widespread know- 
ledge of industrial conditions that exists to-day monopoly and re- 
striction quickly breed more monopoly and restriction, and as we 
have said elsewhere the high prices and the high costs hatched by 
the monopolist soon come home to roost. 

17. Tremendous possibilities of increasing output. In the fore- 
going discussion of business men and their employees and the rela- 
tions between them we have pointed out important facts and condi- 
tions which cause the productiveness of industry to be far lower than 
it need be. That these conditions can be removed in large part by 
well-considered efforts well within our capacity as a people is beyond 
question. If they were so removed output of goods and services per 
capita in the United States could be greatly increased, possibly 
doubled within a generation. At the same time hours of labor could 
be reduced in at least some industries, and working conditions could 
on the whole be made more pleasant, to the end that men no longer 
need to call that part of their life lost that they spend in toil. Labor 
might become a pleasurable pastime rather than a clock-watching 
process. 

Concerning the other conditions we have named as favoring high 
productivity of industry — rich and abundant natural resources, a 
great supply of capital, and sound political and financial conditions — 
we need to say little here. We are fortunate as a people in possess- 
ing rich and abundant natural resources. These we cannot, of 
course, increase. Some of our natural resources we have in the past 
used wastefully, to our present cost, and some we are still using 
wastefully, to our cost later on. Capital accumulation in this coun- 
try has been on an enormous scale, and this has been made possible 
largely by our abundant natural resources rather than by any extra- 
ordinary degree of industry, thrift, or business ability of our people, 
although industry, thrift, and ability we have possessed in fair 
measure — more ability, perhaps, than industry and thrift. In 
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respect to our natural resources we should see to it that they are not 
wasted or destroyed, and in respect to accumulation of capital we 
should see to it that it continues at an increasing pace, because any 
considerable diminution in either will tend to diminish the produc- 
tivity of industry. As for our political and financial conditions, they 
are reasonably sound. But there is room for improvement, since it 
is said on good authority that our lax enforcement of law and in- 
adequate punishment of criminals is costing us billions of dollars 
of wealth each year. Furthermore, our shifting and uncertain 
policies in respect to government regulation, taxation, and the tariff 
seriously affect industrial output. In respect to financial condi- 
tions our greatest weakness is more or less unbridled and exceed- 
ingly wasteful speculation in securities, commodities, and real 
estate, which could be largely prevented by a more systematic 
price-stabilization policy applied through our banking system. 

Having now pointed out the tremendous possibilities of improv- 
ing the economic conditions of our people by improving conditions 
of production, and having shown that conditions of production can 
readily be improved by available means and practicable methods, 
let us note further the possibilities that lie in various equalitarian 
programs. 

18. Greater degree of equality desirable; methods of promoting 
equality. As already indicated, comparatively little can be gained 
from equalizing incomes, unless such equalizing tends to increase 
the total output of industry, because the poor would still be poor if 
all the available income of the rich were distributed among them. 
Furthermore, there is some danger of diminishing the productivity 
of industry by unwise methods of promoting equality. But as we 
have already stated, greater equality of incomes than we now have 
would be advantageous if we could bring it about without hamper- 
ing production and thereby reducing the total social income, and it 
would be particularly advantageous if it tended to increase the 
productivity of industry and thus to increase the total social income. 
Let us then consider by what methods we may promote equality, 
and what the results of these methods of promoting equality are 
likely to be on production. 

We can promote equality or diminish inequality in incomes by 
cutting down the size of the larger incomes, or by increasing the size 
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of the smaller incomes, or both. Most programs for decreasing in- 
equality have as their aim not the cutting down of large incomes, 
but the increasing of smallincomes. If they cut down large incomes 
it is ordinarily merely as a convenient means to the end of increas- 
ing small incomes. 

For instance, when we levy severe and highly progressive income 
and inheritance taxes, we cut down the large incomes, directly by the 
income tax and indirectly by the inheritance tax. We do this, not 
primarily with the intention of robbing the rich, but with the in- 
tention of helping the poor, either by reducing in this way the burden 
of taxation resting on their shoulders and thus leaving them a larger 
portion of their incomes to spend for their own good, or by increas- 
ing the revenue of the government which may be laid out in ways 
that will benefit the poor and thus become indirectly a part of their 
real income. Again, when we prosecute and try to destroy mono- 
polies and semi-monopolies, or regulate the rates of railways and 
public utilities, we have primarily in mind reducing the cost of goods 
and services to the public, mainly the poor — since most people are 
poor — and thus increasing their real income measured by the pur- 
chasing power of their money incomes, rather than merely limiting 
the size of the incomes enjoyed by the monopolies, which are owned 
primarily by the rich. The single tax, or the appropriation of 
economic rent by the State, has the same general purpose — to re- 
lieve the poor of taxation by raising all or most of the revenues of 
the State from landowners, presumably the wealthy, although the 
single tax has a broader basis in theory than this. Now such taking 
from the rich and giving to the poor is, taken by itself alone, without 
a consideration of its effects on production, a desirable thing, as we 
have already stated, if we accept the economic principle of dimin- 
ishing utility and the social policy of the greatest good for the great- 
est number. Every dollar we take from large incomes and add to 
small incomes tends, at least theoretically, to increase the sum total 
of human enjoyment. 

19. Probable effects of redistribution of wealth on the poor. Let 
us consider the probable effects of such redistribution of wealth upon 
the poor. For them it may mean merely more idle and perhaps 
harmful pleasures, or other extravagances, or a mere multiplication 
of numbers. It might conceivably mean also that the poor would 
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work less than before, if we assume that poor men will work six days 
a week if they have to in order to survive, but only three days if 
three days’ wages will suffice for seven days’ needs. Undoubtedly 
there are poor people who are thus affected by an increase in their 
daily income. But in most civilized countries these seem to be the 
exception rather than the rule. In the United States we find that 
in a large measure increases in the income of the masses have been 
spent in the interest of health and education, and that a great deal 
more money per capita might be spent for those purposes for the 
good of the country. If money taken from the rich and given to the 
poor directly or indirectly is thus spent to improve the health and 
the education of the masses there are two secondary or remote con- 
sequences in addition to the primary or immediate result of a tend- 
ency toward equalizing incomes. In the first place, the plan, by 
making the workers healthier and better educated, increases their 
capacity to produce and thereby tends to increase the total output 
of goods and services. In the second place, by increasing the 
number of educated individuals relatively to the number of unedu- 
cated or poorly educated people, it tends to increase the competition 
for well paid positions and to reduce the competition for the poorly 
paid jobs, and thus tends to bring about greater equality in earning 
capacity by forcing the low wages up and the high salaries down. 
Now all these results are desirable, both the immediate and the 
remote. : 

20. Probable effects on the rich; conclusions. But we must 
consider also the effects on the rich of such redistribution of income. 
It is commonly asserted that to take from the rich part of their in- 
comes in the form of income taxes or other taxes tends, for various 
reasons, to retard the accumulation of capital, and even, in extreme 
cases — as when heavy inheritance taxes are levied — to dissipate 
the capital accumulations of the past. Undoubtedly if taxation of 
the rich is carried to an extreme such undesirable results will follow. 
We have in our chapters on taxation already discussed the reasons 
for holding that heavy taxation of the wealthy accompanied by low 
taxation, or exemption from taxation, of the poor may retard the 
accumulation of capital or dissipate past accumulations. We have 
also pointed out why there is reason to believe that progressive 
taxation applied in moderation is not likely to bring these evil conse- 
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quences in any marked degree. Without repeating here our dis- 
cussion of the results of such taxation, we may conclude that sound 
public policy justifies a moderate amount of taking from the rich to 
give to the poor through the process of taxation and public expendi- 
tures, and it justifies also such government regulation of industry as 
tends to protect the poor from economic oppression by powerful and 
heartless business organizations for the benefit of the rich. More 
concretely sound public policy justifies progressive income and in- 
heritance taxes, publicschool systems, public health and recreational 
service in moderation, workmen’s compensation laws, regulation of 
railway and public utility rates, prosecution of combinations to 
restrict output and unreasonably to raise prices, and the like. What- 
ever hampering effect these government policies may have on 
productivity of industry is more than offset by the direct gain in 
equality of incomes and the further gain that comes from making 
the workers healthier, happier, and more productive members of 
society. 

But lasting and substantial amelioration of the economic condi- 
tions of the masses can come only from greater productivity of 
industry. It is only as a means of promoting such productivity of 
industry that equalitarian programs can materially aid the poor. 


EXERCISES 


1. Two possible methods of improving the conditions of the poor are equal- 
izing incomes and increasing the productivity of labor. Which of these 
two offers the greater possibilities? Why? 

2. What are the advantages and the dangers of taking from the rich to give to 
the poor? By what means do we at present take from the rich for the 
benefit of the poor? 

3. State the conditions favoring high productivity of industry in any country. 
To what extent do these conditions exist in the United States? In what 
respects do we have ample room for improvement? 

4. In what ways is management responsible for waste in industry in the 
United States? 

5. Explain how unsound economic theory diminishes the productivity of in- 

. dustry in the United States. 

6. Name and discuss several projects which may give workmen a greater in- 

centive to work effectively at their tasks. 
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in, 533, 534; issue of paper money by, 
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collective, see Collective bargain. 
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638, 639. 
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between, 32, 33; and money, distinction 
between, 32, 33; and economic evolu- 
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trade, 656; inheritance taxes and sup- 
posed dissipation of, 773-75. 

Capitalized value, changes in with 
changes in income, 313, 314; changes in 
with changes in interest rate, 314. 

Cattle Feeding Company, case of, 289. 

Central sales agency, for maintenance of 
monopoly, 262. 

Charter, of corporation, 78. 

Charts, use of explained, 108-10. 

Chemical process, natural forces and, 36. 

Chicago egg market, diminishing utility 
illustrated by figures from, 120-22. 

Child labor, evil of, 414-16; laws on in 
U.S., 424-27; law enforcement regard- 
ing, and interstate trade, 425; attempts 
to pass federal laws regarding, 426. 

City government, large expenditures by, 
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Clayton Act, 299, 300. 

Clerical occupations, 373. 
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404. 
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Coinage, free, 499. 

Coinage Act, Subsidiary, of 1853, 500, 
501. 

Coinage Law of 1792, 498, 499. 

Collective bargain, essentials of, 398-401; 
labor controversies arising from, 401- 
04; amount that wages can be raised by, 
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263, 264; monopoly as chief motive for, 
264; formation of industrial, 1887-1900, 
294; in railroading, 344, 345. 

Commodity discrimination, in railroad 
rates, 339, 340. 

Commodity prices, effect on indirect costs, 
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Common law, and monopoly, 286; mono- 
polistic corporations and, 288, 289; 
employer’s liability for accidents under, 
418. 

Common _ stockholders, 
stockholders, 79, 80. 
Commons and Andrews, Principles of 

Labor Legislation, 428 n. 

Communism, 56; present impossibility of, 
720-22. 

Comparative advantage, in foreign trade, 
651. 
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accidents, 418, 419. 

Competition, and business profits, 149, 
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profits, 152, 153; for use of land, effect 
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with falling prices, 250, 251; indirect 
costs and, 257; a dragon to business 
man, 261; wastes of avoided by mono- 
poly, 266, 267; statistics to avoid wastes 
of, 269, 270; monopoly without, 270, 
271; monopoly price limited to level of, 
282, 283; and indirect costs, in railroad 
industry, 334, 335; how what the 
traffic will bear is modified by, 340-42; 
of water with rail transportation, 342, 
343; (railroad) and through lines, 345; 
wages under conditions of, 387-89; 
labor conditions under unregulated, 
412-14; use of capital forced by, 468- 
70; wastefulness of, 812. 

Complexity of occupations, 370-72. 

Compulsory Testimony Act of 1893, 348. 

Conciliation, 435. 

Constitution, relation of provisions of to 
labor legislation, 423, 424. 

Construction, finding cost of, 317, 318. 

Consumers’ goods, definition of, 3; and 
producers’ goods, distinction between, 
34; business in as compared with pro- 
ducers’ goods, 88; producers’ goods 
distinguished from, 88; prices of one 
class affect those of another, 129; de- 
mand for labor as, 379, 380; borrowing 
for durable, 449; producers’ goods as 
future, 459, 460. 

Contract, repudiation of, 147. 

Contract rent, 186. 

Contributory negligence, rule of, 419. 

Copyright, as legal monopoly, 270, 271. 

Corporation, and its stockholders, 77-79; 
advantages and disadvantages of 
summarized, 82-84; profits of, 154; mo- 
nopolistic, and common law, 288, 289; 
monopolistic property-owning, 291. 

Cost, decreasing and increasing. See 
Decreasing cost and Increasing cost. 

Cost, indirect. See Indirect costs. 

Costs, direct and indirect, 131-33; indi- 
rect, and producers’ maximum price, 
133-35; indirect, selling out to escape, 
136; of production, relation to price un- 
der constant and uniform cost, 141-43; 
price under constant uniform, 141-43; 
varying, market price and marginal 
producer, 143, 144; causes of differ- 
ences in, 144-48; command of capital 
and differences in, 146; relation of 
large-scale production to, 146; dis- 
honest means of reducing, 147; mcreas- 
ing and decreasing, 156; increasing, and 
diminishing returns, table showing, 
158; increasing, law of, 159; in wheat- 
growing, simplified table of, 161-63; 
schedule, for wheat, 163, 164; of wheat 
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production, land as factor in, 167, 168; 
in wheat-growing, conditions of sum- 
marized, 169; of marginal producer on 
marginal land covered by market price, 
184; and differences in ability, 185; of 
cultivation, decrease in and fall in 
rents, 193-95; of farm-owner, four 
classes of, 197; of production, in manu- 
facturing, 230-41; varying with various 
producers and plants of various ca- 
pacities, 246, 247; and demand, in 
automobile industry graphically il- 
lustrated, 248, 249; table showing 
effect of uneven expansion on, 255; 
curves, upward jogs in, 255-57; of extra 
units in automobile industry, 259; of 
production, estimation of, 317-19; of 
production, interest as, 442; business 
failures resulting from rising, 552, 553; 
differences in comparative, 651, 652; 
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foreign trade on, 662, 663. 

Cotton bagging case, 286, 287. 
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production of, 240. 

Credit, business cycles result of extensive 
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in price causes increase in, 92, 93; 
changes in, 100, 101; changes in as 
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190-92; of labor, equalization of, 365; 
of labor equalized by wages, 375, 376; 
in loans equalized by interest rate, 450- 
53; sources of in foreign exchange, 628— 
30; relation to rate of foreign exchange, 
630-33; total, of foreign exchange, 635— 
BY, 

Demand curve, 109; schedules, for eggs, 
95; illustrated from Chicago egg mar- 
ket, 121; for sugar beets, 28; for auto- 
mobiles, 247; for monopoly production, 
275; for labor, 356-67; for labor, esp. 
359, 360; for every class of workers, 
363, 364; assumed, for locomotive en- 
gineers, 364; for college professors, 
bricklayers, and barbers, 375; for busi- 
ness ability, 381; for loans, 451, 452. 

Democracy, compared with autocracy, 
695, 696; industrial, 816-18. 

Deposits, granting loans in form of, 528- 
30; ratio of loans to, 531, 532; bank 
notes compared with bank, 534, 535; 
reserve against, under National Bank- 
ing System, 561; under National Bank- 
ing System inflation of, 564, 565. 

Depreciation, explanation of, 71; and 
valuation of public utilities, 325-27; 
cause of fall in foreign exchange, 641- 
43. 

Depression, agricultural of 1920-25, and 
high-priced land, 225; in business cycles, 
540-42, 
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Derived value and utility, 120. 
Diagrams, use of explained, 108-10. 
Diamond Watch Company, case of, 289. 
Diminishing productivity, law of and 
price of producers’ goods, 129-31. 

Diminishing returns, law of, 18, 157-59; 
and increasing cost, table showing, 158; 
effect on rent of eliminating, 172; and 
urban sites, 207, 208. 

Diminishing utility, law of, 93, 94; re- 
lated to price and demand, 94, 95; law 
of, and producers’ goods, 118. 

Diminishing vendibility, principle of, 101— 
03; effect on producers’ goods, 119; 
illustrated by statistics from Chicago 
egg market, 120-22; of producers’ 
goods, 127, 128. 

Direct costs. See Costs. 

Directors, board of in corporation, 79. 

Discounting, of loans by banks, 527- 
29. 

Discrimination, in prices and railroad 
rates, 338; in commodity, 339, 340; 
personal, in railroad rates, 343, 344; 
personal, removed by Elkins Act, 349. 

Disease, occupational, 417, 418. 

Division of labor, advantages of, 34-36; 
under large-scale production, 234, 235. 

Doles, 349. 

Dollar, what it is, 62. 

Domestic system, 46, 47. 

Drafts, bank and commercial, forms of 
foreign exchange, 626. 

Duties, import and excise, 750-55. 


Earnings, of employees in all industries of 
U.S., table of, 13. 

Earth, population compared to resources 
of, 2; storehouse of materials, 2. 

Economic evolution, 36, 37; stages of, 37; 
capital and, 39-41. 

Economic maturity, condition of govern- 
ment ownership, 308. 

Economic rent, 186; and unearned incre- 
ment, 201—28; in coal mining, 201, 202; 
in metal mining, 202, 203; in agricul- 
ture, 203; in petroleum industry, 203, 
204; and price of urban sites, 205-07; 
government appropriation of, 209-11; 
two methods of appropriating, 211-14; 
appropriation of future increases in, 
214-18; and inequality of wealth and 
income, 220-23; special arguments for 
appropriation of, 223-25; result of 
confiscation of future increase in, 225. 

Economies, of large-scale production, and 
indirect costs, 253, 254. 

Edie, Economics, Principles and Pro- 
blems, 396 n. 
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Education, for higher groups of occupa- 
tions, 378. 

Efficiency, of labor, impaired by low 
wages, 391. 

Elastic demand, unfavorable to monopo- 
listic raise of prices, 277; and decreasing 
cost, monopoly price under, 279. 

Elkins Act, 348. 

Ely, Outline of Economics, 751 n. 

Emergency Board, for settlement of rail- 
road labor disputes, 437, 438. 

Employees, as stockholders, 83. 

Employer, three resistance points to wage 
increases, 361, 362. 

Employers’ association, 
reached through, 434. 

Employment bureaus, 438. 

Enclosure movements, 43. 

England, early history of labor legislation 
in, 419, 420; development of labor legis- 
lation in, 421, 422. 

Equality, economic gain from greater, 
803-06; desirable to promote greater 
degree of, 820; methods of promoting 
greater, 820, 821; effect on poor of 
greater, 821—23; effect on rich of greater, 
822, 823. 

Esch-Cummins Act, 351. 

Evolution, economic, 36, 37; stages of, 
37; capital and, 39-41. 

Exchange, made necessary by division of 
labor, 55, 56; value as power in, 60; 
equation of, 493, 494. 

Exchange, foreign. See Foreign ex- 
change. 

Exchange, medium of, silver as, 58; money 
as, 59. See also Money. 

Expansion, incentive to in automobile 
industry, 249, 250; in automobile in- 
dustry with falling prices, 250, 251; 
effect of uneven, 254—56; uneven, table 
showing effect of on cost, 255; table 
showing conditions of decreasing cost 
with uneven, 256; and failure in auto- 
mobile industry, choice between, 257— 
59; of loans under Federal Reserve 
System, 570-72. 

Expectation of life, in relation to saving, 
446. 

Expenses, of production, items to be in- 
cluded under, 70; and profits, econo- 
mists’ definition of, 71, 72. 

Experiments, economies of large-scale 
production through, 235. 

External economies, of large-scale produc- 
tion, 237-41; possible only with de- 
creasing costs of producers’ goods, 238; 
relation of extractive industries to, 239- 
41. 


agreements 
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Extra units, in automobile industry, cost 
of, 259. 

Extractive industries, increasing cost 
applies to all, 231; relation to external 
economies, 239-41. 


Factory Act of 1802 in England, 421. 

Factory system, 47, 48; condition of work- 
man under, 48, 49; wages before, 356. 

Failure, expansion and, in automobile 
industry, choice between, 257-59. 

Failures, number of in U.S., 261. 

Family, limitation of size of, 20. 

Farm ownership, single tax and, 224. 

Farmer, a business man, 69; income tax 
and, 770. 

Farm-owner, indirect costs of, 196, 197; 
four classes of costs of, 197. 

Federal child labor laws, attempt to pass, 
426. 

Federal Reserve Board, policy of, 1922- 
26, 578, 579. 

Federal Reserve System, organization of, 
566, 567; membership in, 567; cash re- 
serves required under, 567, 568; note 
issue under, 567, 568; ‘‘rediscounting”’ 
under, 568-71; opportunity for expan- 
sion of loans under, 570-72; danger of 
inflation under, 572, 573; panics pre- 
vented by, 573-75; possibility of price 
stabilization by, 575-78. 

Federal Trade Commission, 300, 301. 

Fees, compared with taxation as source of 
government revenue, 728-30. 

Fellow servant rule, 419. 

Fisher, Irving, spenders and savers, 445. 

Fixed charges, of railroads, 332, 333. 

Ford, Henry, wages at more than com- 
petitive rate, 366. 

Foreign demand, for American wheat, 
effects of, 166. 

Foreign exchange, 624-44; cost of foreign 
payments in gold, 624, 625; service per- 
formed by bankers, 625, 626; forms of, 
626, 627; par of, 627; rate of, 627; gold 
export and import points, 627, 628; pri- 
mary and secondary sources of supply 
and demand, 628-30; relation between 
demand and supply and rate, 630-33; 
effects of gold exports and imports, 
633-35; total demand and supply, 635— 
37; N.Y. rate the rate for whole coun- 
try, 638; cable transfers, 638, 639; de- 
mand bills, 638-40; time bills, 639; ef- 
fect of inflation, 640, 641; fall in rate 
caused by depreciation of currency, 
641-43; since the World War, in *Eng- 
land and Germany, 642, 643. 

Foreign trade, 645-66; arising from dif- 
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ferences in commodity prices, 645; con- 
troversies concerning, 645, 646; prices 
of commodities and costs of production 
in relation to, 646, 647; costs of com- 
modities and labor required in relation 
to, 647-50; price differences in different 
countries, in relation to, 649-53; gains 
from, 653-62; both countries share 
gains from, 655-58; wage differences in 
relation to, 658-61; possible effects of, 
on costs in exporting country, 662, 663; 
sharing of market in, 663, 664; com- 
parative gains of two countries from, 
664, 665; differences in demand in rela- 
tion to gains from, 664, 665. 

Foresight, lack of and saving, 445. 

Form, place and time utility, 6, 7. 

France, stationary population of, 20. 

Franchises, public utility, 271, 272. 

Free silver controversy, reasons for, 501, 
502. 

Free trade, case for, 661, 662. 

Furniss, E. S., Labor Problems, 424 n., 
427 n. 


Gambling instinct, and business profits, 
153, 154. 

George, Henry, Progress and Poverty, 222. 

Gilds, 44. 

Gold, amount in dollar, 62; costs in pro- 
duction of, 202; compared with oxen as 
good money, 484-88; price and value of, 
489, 490; “‘mint price”’ of, 490; relation 
of quantity and value of, 491, 492: 
driven out of circulation by too much 
paper money, 518, 519; export and im- 
port points, 627, 628. See also Money. 

Gold and silver, advantages as money, 61; 
mint ratio and market ratio, 498, 499; 
mint ratio changed in 1834, 500. See 
also Money. 

Gold certificates, 510, 511. 

Gold dollar, significance of, 62, 63. 

Gold mine, economic rent or profit from, 
202, 203. 

Gompers, 8., membership of A.F.L., 398. 

Goods, wants, and welfare, 1-27; defini- 
tion of, 1; wants satisfied by, 1, 2; con- 
sumers’, definition of, 3; producers’, 
definition of, 3; and services, difference 
between, 7, 8; scarcity of, 9-12; reasons 
for scarcity of, 14; produced by nature 
limited in quantity, 15; happiness de- 
pendent on abundance of, 25-27. 

Government, monopolies and, 285, 286; 
essential functions of according to 
Smith’s Wealth of Nations, 420; func- 
tions of, 694-722; five theories concern- 
ing functions of, 694; autocracy and de- 
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mocracy compared asforms of, 695, 696; 
unsoundness of anarchistic view of, 696, 
697; principles of laissez-faire theory of, 
697-700; socio-political theory of, 700- 
02; conservatives, liberals, and progres- 
sives all supporters of socio-political 
theory of, 701, 702; increasing expendi- 
tures from increasing activity under 
socio-political theory of, 723; increase 
in expenditures of federal, state, and 
city, 724, 725. 

Government control, and industrial mono- 
polies, 285-303; of monopolies, con- 
tinuance of desirable, 302, 303; public 
utilities and, 305-27; monopolistic con- 
ditions reason for, 309, 310; railroads 
and, 328-55; of railroads, over con- 
struction and securities, 354. 

Government ownership, socio-political 
theory favorable to, 701; relation be- 
tween taxation and, 726-28; vs. govern- 
ment regulation, 307, 308; in U.S. and 
in Europe, 308, 309. 

Government regulation vs. government 
ownership, 307, 308; primary objects of, 
310, 311; of railroads, purpose and com- 
plexity of, 346, 347; of child labor, 426, 
427; of hours of labor, 427, 428; for 
health and safety in industry, 429; of 
banking in the United States, 558-81. 

Gresham’s Law, 499, 500. 

Guild socialism, 719, 720. 


Habit in relation to spending and saving, 
446. 

Handicraft, stage of manufacture, 44, 45; 
replacement of by machines, 47, 48. 
Happiness, problem of, 26; economic 

conditions requisite for, 800, 801. 

Hargreaves, invention of spinning jenny, 
47. 

Health, safety and, laws in interest of, 
428, 429. 

Hepburn Act of 1906, 350. 

Hoarding, no longer necessary, 60. 

Holding company, as a monopolistic 
device, 292, 293; and corporation laws 
of N.J., 293, 294. 

Horizontal combination, 263, 264. 

Hours of labor, standardization of, 400; 
evils of long hours and low wages, 416, 
417, 427, 428. 

Hoxie, types of unions, 394. 


Improvements, in land, appraisal of, 212. 
Income, in the U.S., table of, 10; per 
capita, 10, 11; purchasing power of, 11; 
unequal distribution of, 12-14; and 
wealth, inequality of, and economic 
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rent, 220-23; capitalized, determines 
value of investment in non-regulated 
business, 312, 313; changes in cause 
changes in capitalized value, 313, 314; 
capitalization of and valuations of 
public service commissions, 315, 316; 
large, in relation to saving, 446. 

Increasing costs, in wheat-growing, as- 
sumptions made to simplify, 161;in coal 
mining, 201; principle of, 230; applies 
to all extractive industries, 231; applies 
where land is involved, 231, 232; in 
manufacturing, 232, 233; of cotton, 
effect on economies of large-scale pro- 
duction, 240; favors monopolist in rais- 
ing prices, 277; and inelastic demand, 
monopoly price under, 281. 

Increment, unearned, as cause of 
equality, 707. 

Index numbers, use of, 577, 578. 

Indirect costs, law of, 131; in agriculture, 
190-99; of farm-owner, 196, 197; affect 
of commodity prices on, 197, 198; of 
farmer, and falling prices, 197-99; 
in manufacturing, 252, 2538; and 
economies of large-scale production, 
253, 254; and competition, 257; of rail- 
roads, 330, 331; and competition in rail- 
road industry, 334, 335; and employ- 
ment of labor at a loss, 361. See also 
Costs. 

Individual proprietorship, advantages of, 
74, 75; disadvantages of, 75, 76. 

Industrial accidents, 417, 418; inadequate 
compensation for, 418, 419; employer’s 
three defenses against claims for, 419; 
reduced in number by compensation 
laws, 430. 

Industrial combinations, formation of, 
1887-1900, 294. 

Industrial democracy, 816-18. 

Industrial monopolies, and government 
control, 285-303. 

Industrial relations, court of provided by 
Kansas law, 426. 

Industrial Revolution, inventions of, 41; 
changes resulting from, 42; agriculture 
before, 42-44; manufacture before, 44— 
46; labor evils following, 419, 420. 

Industrial union, growing prevalence of, 
395. 

Industrial Workers of the World, revolu- 
tionary union, 395. 

Industry, increasing and decreasing cost 
in, 156; socio-political theory favorable 
to government regulation of, 701; value 
of health of worker in increasing effec- 
tiveness of, 806, 807; value of training 
and education in increasing effective- 


in- 
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ness of, 808, 809; incompetency and 
dishonesty in management causes of 
great waste in, 809-12; loss from restric- 
tion of output of, 818, 819; great possi- 
bilities in increase in output of, 819, 
820. 

Inelastic demand, favors monopolist in 
raising prices, 277; and increasing cost, 
monopoly price under, 281. 

Inequality, of wealth and income, and 
economic rent, 220-23; of wealth and 
incomes under private enterprise, 704, 
705; fundamental causes of, 705-08; 
one cause of poverty, 802, 803. 

Inflation, financial troubles in U.S. from 
overissue of bank notes causing, 559; 
of deposits under National Banking 
System, 564, 565; danger under Federal 
Reserve System of, 572, 573; followed 
by gold exports, 640, 641; caused by 
war, 641; effect on agriculture of, 785, 
786. 

Inheritance, of capital, and business 
profits, 149; inequality caused by, 707, 
708. 

Insurance, an indirect cost, 132; employ- 
er’s casualty, 419; for payment of work- 
men’s compensation, 430; to meet un- 
employment, 439. 

Intensive cultivation, of wheat, effect of, 
157-63. 

Interest, and profit, distinction between, 
84; on investments, risk indicated by 
high rate of, 85; an indirect cost, 1382; 
rate of on loans, 146; profits, and rent, 
proposed wiping out of, 408, 409; a cost 
of production, 442; definition of, 442; 
conditions eliminating payment of, 442, 
443; and desire and capacity to save, 
447, 448; contributing to inequality, 
707. 

Internal economies, of large-scale produc- 
tion, 234-37; limitations of, 241, 242. 
International trade. See Foreign trade. 
Interstate Commerce Act, main provi- 

sions of, 347, 348. 

Interstate Commerce Commission, 345, 
346; declared powerless by Supreme 
Court, 348, 349; given full legal power 
over rates, 349-51. 

Interstate trade, and child labor law en- 
forcement, 425. 

Inventions, of Industrial Revolution, 41; 
and large-scale production, 239; as 
cause of unemployment, 438. 

Investment, and liability in different 
forms of business organization, 81, 82; 
risk indicated by high interest rate on, 
85; value of in non-regulated business, 
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312, 313; changes in value of with 
changes in interest rate, 314; finding 
cost of, procedure in rate regulation, 
316, 317; in regulated industries, effect 
of changes in prices on, 320, 321; in 
regulated industries, effect of changes 
in interest rate on, 321, 322; of rail- 
. roads, valuation of, 351. 

Investor, advantages of corporation to, 
82; in public utilities, status of, 323, 
324. 


Jensen, Public Finance, 724 n. 
Joint cost, of railroads, 330, 331; illus- 


trated, 336. 
Jones, E., Trust Problems in the United 
States, 285 n., 294. 


Journeymen, 45. 


Kansas law of 1920, 436. 
Kirshman, Principles of Investment, 325 n. 
Knights of Labor, 394. 


Labor, productive, meaning of, 5, 6; un- 
productive, definition of, 8, 9; amount 
of man’s life devoted to, 24; division 
of, 34-36; complex division of, 49, 50; 
geographical division of, 50, 51; ex- 
change made necessary by division of, 
55, 56; of business man, cost of, 151; 
demand schedules for, 356-67, esp. 
359, 360; on codperative product, 
wages for, 357, 358; one form of pro- 
ducers’ goods, 358, 359; may be em- 
ployed at a loss, 360, 361; demand 
schedule for every class of, 363, 364; 
marginal vendibility of, 369; unskilled, 
as least complex occupation, 372; skilled 
and semi-skilled groups, 372, 373; cleri- 
cal group, 373; non-competing groups, 
374; as consumers’ good, demand for, 
379, 380; scarcity of and wage level, 
383; marginal vendibility of, 387; mar- 
ginal vendibility of forced downwards, 
391; standardization of hours of, 400; 
controversies of concerning collective 
bargain, 401-04; conditions of under 
unregulated competition, 412-14; hours 
of, 427, 428; quantity of, in relation to 
costs of production, 647-50; diversion 
of, to more productive industry, |through 
foreign trade, 656; poverty largely 
caused by ineffectiveness of, 802, 803; 
great gains possible from increasing ef- 
fectiveness of, 804, 805; waste from 
poor management of, 810, 811; lack of 
incentives to effective, 812, 813; ‘‘lump 
of work”’ theory of, 813-15; disadvan- 
tages of day and piece wages of, 815, 
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816; emcouragement to stock owner- 
ship by, 816-18; loss from restriction of 
output of, 818, 819. 

Labor legislation, 412-40; early history of 
in England, 419, 420; early opposition 
to, 419-21; development of in England, 
421, 422; late appearance of in U.S., 
422-24; conditions making effective in 
U.S., 423; relation of provisions of Con- 
stitution to, 423, 424; argument in 
favor of uniformity of, 428; in interest 
of safety and health, 428, 429. 

Labor organization, 387-410; advan- 
tages to workers of, 392, 393; forms of, 
393-96; extent of, 396, 397; in Europe, 
397; amount to be gained by, 404-08; 
result of restriction of output, 409; 
early opposition to in England, 421. 

Labor organizations, Sherman Act ap- 
plied to, 296. 

Labor union, uplift union as, 394. 

Laissez-faire, labor legislation contrary 
to doctrine of, 420; effect on labor legis- 
lation in U.S., 423; theory of govern- 
ment, 697-700. 

Land, and capital, distinction between, 
32, 33; location of with respect to mar- 
ket, 160; as factor in costs of wheat pro- 
duction, 167, 168; comparison of with 
other producers’ goods, 169, 170; and 
capital, logical distinction between, 170; 
amount of remains fixed, 170, 171; de- 
termination of price of, 171; develop- 
ment of ownership of in U.S., 172-74; 
demand and supply of, and rent, 180- 
83; demand and supply and price of, 
183; speculation in, caused by rising 
rents, 195, 196; objections to govern- 
ment confiscation of, 211, 212; wide dis- 
tribution of holders of, 221; wasteful- 
ness of booms in, 223; stabilizing price 
of, 225-27; an essential of increasing 
cost, 231, 232; rate of interest in rela- 
tion to price of, 481; marginal, see 
Marginal land. 

Large-scale management, economies of, 
263. 

Large-scale production, lower costs as 
result of, 146; internal economies of, 
234-37; external economies of, 237-41; 
economies of with raw materials pro- 
duced under increasing and decreasing 
costs, 240, 241; limitations of internal 
economies in, 241, 242; possibilities of 
in agriculture, 242; indirect costs and 
economies of, 253, 254; economies of 
and monopoly price, 282. 

Legal tender, defined, 499. 

Legislation, to raise prices, 87. 
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Lending, and borrowing, reasons for, 444, 
445; social significance of, 479, 480. 
Liability, law of unlimited, 75; unlimited 
in partnership, 77; limited in corpora- 
tion, 78; and investment in different 
forms of business organization, 81, 82. 

Life, effect of increasing span of, 24, 25. 

Liquidity, of loans, in relation to rate of 
interest, 455. 

Loan sharks, profits made by, 149. 

Loans, charge for risk on, 146, 147; inter- 
est the price of, 442-56; money medium 
of lending, 443, 444; savings not con- 
fined to, 449, 450; rate of interest price 
of, 450, 451; marginal vendibility of, 
451; demand schedules for, 451, 452; 
supply schedules for, 451, 452; higher 
rate. of interest required for service on 
small, 454, 455; lower rate of interest on 
call, 455; effects of expected changes in 
rate of interest on long term and short 
term, 455; rate of interest in relation to 
liquidity of, 455; effect on rate of inter- 
est of expansion of bank, 455, 456; 
source of bank, 455, 456; producers’, 
result of time-preference, 458-60; pro- 
ducers’, and rate of interest, 458-62; 
by commercial banks, 525-37; bank dis- 
counting of, 527-29; granted in form of 
deposits, 528-30; ratio of deposits to, 
531, 532; difference between other loans 
and bank, 536, 537; pyramiding of, 570, 
571; opportunity under Federal Re- 
serve System for expansion of, 570-72; 
improved facilities for agricultural, 794, 
795. 

Lockouts, and strikes, 435; illegality of in 
New Zealand, 436. 

Locomotive engineers, assumed demand 
schedule for, 364. 

Luck, in business, 148. 

“Lump of work”’ theory of labor, 813-15. 


Machinery, introduction of into manu- 
facturing, 47, 48; increase in production 
through use of, 52; possibilities under 
large-scale production, 235. 

Management, separation from ownership 
in corporation, 84; wages of, 90; waste- 
fulness of incompetent and dishonest, 
809-12; large-scale, see Large-scale man- 
agement. 

Mann-Elkins Act of 1910, 350. 

Manor, agriculture of, 42. 

Manufacturer, and merchant, production 
by, 68. 

Manufacturing, before Industrial Revolu- 
tion, 44-46; first use of machinery and 
mechanical power in, 47, 48; decreasing 
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cost in, 230-41; increasing costs in, 232, 
233; principle of decreasing cost in, 233, 
234; extra business in compared with 
that in railroads, 337, 338; indirect 
costs in, 252, 253; complete monopoly 
impossible in, 365; monopoly of in re- 
straint of trade, 294, 295. 
Marginal bushels, of wheat, 184, 185. 


Marginal buyer, determines price of farm | 


land, 183. 

Marginal land, described, 184. 

Marginal producer, 143, 144; rent of land 
determined by, 182; described, 184. 
Marginal productivity, of capital, 468; of 
capital, as theoretical determinant of 

rate of interest, 473-77. 

Marginal units, of producers’ goods, 131. 

Marginal vendibility, price of whole 
supply set by, 103-05; of producers’ 
goods, 128; and wages, 365, 366; of 
labor and wages, 369; of business man’s 
services, 381; of labor, 387; of labor 
forced downwards, 391; of loans, 451; 
measure of price, 646, 647. 

Market, location of land with respect to, 
160. 

Market price, of wheat, equalizes demand 
and supply, 165, 166; of wheat, effects 
ensuing year’s supply, 166; covers costs 
of marginal producer on marginal land, 
184. 

Market ratio, of gold and silver, 498, 499. 

Materials, of earth, three classes of, 2, 3; 
useless, 4. 

McNary-Haugen Bill, protection for agri- 
culture proposed by, 790-92. 

Mediation, 435; Board of for settlement of 
railroad labor disputes, 437. 

Medieval towns, handicrafts in, 44. 

Medium of Exchange. See Exchange. 

Merchant and manufacturer, production 
by, 68. 

Merchant gilds, 44. 

Metal mining, rent and profit in. 202, 
203. 

Mill, J. S., advocate of laissez-faire theory 
of government, 698; Principles of 
Political Economy, 698 n.; and socio- 
political theory of government, 701. 

Mine accidents, and labor legislation, 428, 
429. 

Minimum wage laws, 431-34. 

Mint ratio, of gold and silver, 498, 499; 
changed in 1834, 500. 

Monetary system, of U.S., 62, 63. 

Money, and capital, distinction between, 
32, 33; relation to capital of paper, 33; 
advantages of over barter, 56-59; as 
medium of exchange, 59; as measure of 
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value, 59, 60; functions of, 59-61; as 
standard of deferred payment, 60; as 
store of value, 60; articles which have 
served for, 61; necessity of under pre- 
sent economic organization, 63, 64; 
medium of lending, 443, 444; as medium 
of exchange, 483-87; four functions of, 
483; qualities and quantity of, 483-98; 
acceptability and portability qualities 
of good, 483, 484; divisibility and 
homogeneity qualities of good, 484, 485; 
comparisons of gold and oxen as good, 
484-88; cognizability a quality of good, 
485, 486; durability and stability of 
value qualities of good, 485, 487; as a 
standard of deferred payment, impor- 
tance of stability of value in, 487, 488; 
reasons for use of other kinds, though 
gold is the best, 488, 489; quantity 
theory of, 491-93; equation of exchange 
to show value of, 493, 494; relation to 
bank deposits, 493, 494; similar change 
in prices tends to follow change in 
quantity of, 493-96; in 1792 both silver 
and gold generally used as, 498, 499; 
silver, in U.S., 498-509; in U.S. in 1792 
silver overvalued as, 499; Gresham’s 
Law, 499, 500; in U.S. in 1834 gold over- 
valued as, 500; mint ratio changed in 
1834, 500; subsidiary coinage author- 
ized, 500-01; abandonment of bimetal- 
lism by U.S., 501; increase in supply 
favorable to debtors and to business 
men, 504—06; gold and silver certificates 
as, 510, 511; government paper, 510-22; 
convertible paper, 511; inconvertible 
paper, 511; credit, 511, 512; fiat, 511, 
512; reasons for issue of credit, 512-14; 
taxation avoided by issue of credit, 512— 
14; results of issue of paper, 514-20; 
possible gain from moderate issue of 
credit, 516, 517; effect on prices of issue 
of paper, 516-19; tendency, once begun, 
to increase issue of paper, 518; gold 
driven out of circulation by too much 
paper, 518, 519; results of immoderate 
issues of paper, 518, 519; too great 
issue causes worthlessness and final 
repudiation of paper, 519; catastrophe 
final result of overissue of paper, 519, 
520; war most common cause of issue of 
fiat, 520, 521; bank deposits and bank 
notes as, 523-38; bank issue of paper, 
534-36; business expansion sometimes 
caused by increase in supply of, 556, 
557; little trouble in U.S. from govern- 
ment paper, 558, 559; stock in U.S. 
of various kinds of, 579-81; and eredit, 
quantity of, in relation to price differ- 
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ences, 650, 651. 
Silver. 

Money rents, fluctuation with general 
price level, 227. 

Money wages, and real wages, 384, 385. 
Monopolistic corporations, and common 
law, 288, 289; property-owning, 291. 
Monopoly, and monopoly price, 261-83; 
central sales agency for, 262; devices to 
maintain, 262, 263; as chief motive for 
combination, 264; complete, impossible 
in manufacturing, 265; maintaining 
prices with incomplete, 265, 266; and 
economy of production, 266, 267; and 
wastes of competition, 267, 268; wastes 
caused by, 268, 269; legal, 270; with 
competition, 270, 271; local railroad 
traffic as, 272, 273; based on control of 
limited natural resources, 273; business 
associations to form, 273, 274; aim of, 
274; table showing cost price and profit 
under, 275; costs of increased by other 
monopolies, 276; conditions favoring 
Taising prices and restricting output 
through, 276, 277; in automobiles com- 
pared with wheat, 277, 278; conditions 
favorable and unfavorable to raising 
prices in graphically shown, 278-82; 
four attitudes toward, 285; three main 
types of, 285; and the government, 285, 
286; common law and, 286; based on 
agreement, legal difficulties of, 287; 
evasion of common law by, 290, 291; 
of manufacture, in restraint of trade, 
294, 295; continuance of government 
control of desirable, 302, 303; inevitable 
and desirable in public utilities, 305-27; 
conditions of reason for government 

control, 309, 310. 

Monopoly gain, 268 n. 

Monopoly price, monopoly and, 261-83; 
law of, 274-76; under elastic demand 
and decreasing cost, 279; under in- 
elastic demand and increasing cost, 281; 
limited to competitive level, 282, 283. 

Mortgage, definition of, 76. 

Motor truck transportation, 343. 


See also Gold and 


National Banking System, issue of na- 
tional bank notes under, 560, 561; re- 
serve against desposits under, 561; rea- 
sons why many banks did not join, 561, 
562; value of note-issue privilege under, 
562, 563; inelastic note issue under, 564; 
inflation of deposits under, 564, 565; 
strain on reserves under, 564—66. 

Natural forces, and chemical process, 36. 

Natural resources, monopoly based on 
limited, 273. See also Land. 
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New Jersey, holding companies and cor- 
poration laws of, 293, 294. 

New Zealand, compulsory arbitration in, 
436. 

News-Bulletin of the National Bureau of 
Economic Research, 805 n. 
Non-perishable commodities, 

price on supply of, 97. 
Non-union shop, 399. 


effect of 


Occupational disease, 417, 418. 

Occupations, classified according to com- 
plexity, 371, 372; unskilled labor as 
least complex of, 372; clerical, 373; pro- 
fessional group, 373, 374; shifting from 
one to another, 376, 377; education for 
higher groups of, 378. 

Oil Trust, illegal under common law, 288. 

Open-field system, of agriculture, 42. 

Open price associations, 270. 

Operating expenses, calculation of, 312; of 
railroads, 332, 333. 

Opportunity, and waste of workers’ talent, 
378. 

Output, effect of restriction of, on price of 
producers’ goods, 135, 136; expansion 
of to increase profits, 139, 140; effect of 
expansion of on incompetent producers, 
140, 141; falling price with expansion 
of, 140, 141; in wheat-growing, two 
ways of increasing, 157; in wheat- 
growing, increasing cost per bushel with 
expansion of, 159-61; agreements to 
restrict, 262, 263; conditions favoring 
restriction of by monopolist, 276, 277; 
of industry, and general level of wages, 
381-83; of nation’s industrial products, 
conditions favoring large, 382; result 
of restriction of by labor organization, 
409. 

“Own your own home”’ aided by single 
tax, 224. 

Ownership, separated from management 
in corporation, 84. 

Oxen, compared with gold as good money, 
484-88. 


Panics, and crises, 553, 554; prevented by 
Federal Reserve System, 573-75. 

Partnership, advantages and disadvan- 
tages of, 76, 77. 

Patent, as legal monopoly, 270. 
Pauper children, employment of, 415; 
Factory Act of 1802 applied to, 422. 
Perishable commodities, effect of price on 
supply of, 96, 97. 

Petroleum industry, economic rent in, 
203, 204. 

Pioneers in industry, profits made by, 149. 


INDEX 


direct costs, 244-60; agreements to 
Plato, discussion of division of labor, 36. maintain and restrict output, 262, 263; 
Political unrest, due to indirect costs, rate of interest problem of, 450, 451. 

196. Price and profit system, main evils of, 800; 
Pools, in railroad industry, 344, 345. evils and proposed remedies of, 800-24; 
Population, compared to resources of better results from improving than from 

earth, 2; rate of increase of, 17, 18; pres- abandoning, 801, 802. 

sure of, 17-19; means of limiting growth | Price changes, and profits, 89, 90. 

of, 19, 20; statistics showing increase of, | Price discrimination, in manufacturing, 

21-23; increase in and rise in rents, 192; 338. 

movement away from farms of, 782-84. | Price system, difficulties of socialism 
Posterity, love of in relation to saving, under abolition of, 720. 

446. Prices, and incomes, 11; of particular 
Poverty, reason for existence of, 52, 53; interest to business man, 87; universal 

economic rent as explanation of, 222; interest in, 87; of consumers’ and pro- 

two fundamental causes of, 802, 803. ducers’ goods compared, 88; changes in, 
Predatory unions, 394. and profits, 89, 90; of producers’ goods, 
Preferred stockholders, and interrelation between, 128, 129; rise in 

stockholders, 79, 80. general level of and rise in rents, 192; 
Price, meaning of, 60; relation of to value, of farm lands, tendency to exceed rents, 


836 


Place, form, and time utility, 6, 7. 


common 


60; importance and neglect of, 64-66; 
definition of, 91; supply, and demand, 
relation between, 91, 92; increase in de- 
mand with decrease in, 92, 93; effect of 
on supply of perishable commodities, 
96, 97; effect of on supply of non- 
perishable commodities, 97; effect of on 
supply and demand summarized, 99; 
effect of supply and demand on, 101; of 
whole supply set by marginal vendi- 
bility, 103-05; how change in demand 
affects, 105, 106; demand and supply, 
summary of relation between, 106-08; 
of producers’ goods, relation to price of 
products, 118-20; producers’ maximum 
and indirect costs, 133-35; of produc- 
ers’ good, temporary and long-run 
maximum, 135; of producers’ goods, 
effect of restriction of output on price 
of, 135, 136; of producers’ goods, pro- 
ducers’ collective control of, 138, 139; 
falling, effect on incompetent produc- 
ers, 141; under constant and uniform 
cost, 141-43; market, varying cost, and 
marginal producer, 1438, 144; increase in 
profits with rising level of, 150, 151; of 
wheat, effect of demand on, 164; of 
land, determination of, 171; of farm 
product, agricultural rent determined 
by, 175, 176; of land, represents capi- 
talization of rent, 176, 177; and de- 
mand and supply of land, 183; of farm 
land, determined by marginal buyer, 
183; of land, not always equal to capi- 
talization of rent at current interest 
rate, 187, 188; of coal land, in relation 
to royalties, 202; and economic rent of 
urban sites, 205-07; of land, stabiliza- 
tion of, 225-27; and decreasing and in- 








Producer, marginal. 


197, 198; falling, and indirect costs, 
197-99; level of and taxing economic 
rent, 218; maintaining with incomplete 
monopoly, 265, 266; conditions favoring 
raising of by monopolist, 276, 277; con- 
ditions favorable and unfavorable to 
raising by monopolist graphically 
shown, 278-82; change in quantity of 
money tends to cause similar change in, 
493-96; world-wide bimetallism would 
result in greater stability of, 507-09; 
effect of issue of paper money on, 516—- 
19; business boom and rise in, 544-49; 
end of loan expansion brings fall in, 
550, 551; Federal Reserve System could 
stabilize, 575-78; index numbers of, 
577, 578; differences in give rise to 
foreign trade, 645: relation to costs of 
production, 646, 647; differences in, in 
different countries, 649-53; differences 
in, in relation to quantity of money and 
credit, 650, 651; differences in, in rela- 
tion to comparative costs, 651, 652; dif- 
ferences in, of portable commodities, 
652, 653; under socialism cost of pro- 
duction determining, 711, 712. 


Private ownership, of land in U.S., 172- 


74. 


Producer, effect of falling price and expan- 


sion of output on incompetent, 140, 141. 
See Marginal pro- 
ducer. 


Producers’ goods, definition of, 3; and 


consumers’ goods, distinction between, 
34; business in as compared with con- 
sumers’ goods, 88; distinguished from 
consumers’ goods, 88; and law of dimin- 
ishing utility, 118; price of in relation 
to price of products, 118-20; affect of 
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diminishing vendibility on, 119; value 
and utility of ‘‘derived,’’ 120; maxi- 
mum total paid for, 122-26; maximum 
price paid for one class of, 123-26; 
prices paid for vary with profits, 126, 
127; diminishing vendibility of, 127, 
128; interrelation between prices of, 128, 
129; price of, and law of diminishing 
productivity, 129-31; temporary and 
long-run maximum paid for, 135; effect 
of restriction of output on price of, 135, 
136; producers’ collective control of 
price of, 138, 139; land as, 169, 170; de- 
creasing costs in essential to external 
economies, 238; labor one form of, 358, 
359; bought at lowest possible figure, 
412; borrowing to buy, 449; as future 
consumers’ goods, 459, 460; discount- 
ing, 460-62; calculating value of, 462, 
463. 

Product, value of determines maximum 
total paid for producers’ goods, 122, 
123; price of determines price of pro- 
ducers’ goods, 118-20. 

Production, meaning of, 4; of earliest 
men, 16; methods of improved by 
man only, 16, 17; need for improving 
methods of, 25; roundabout method of, 
29, 30; increase in through machinery, 
52; problems introduced by improve- 
ments in, 55; by manufacturer and mer- 
chant, 68; costs of in relation to price 
paid for one class of producers’ goods, 
123-26; costs of in beet-sugar industry, 
124; larger-scale, lower costs as result 
of, 146; improvement in methods of, 
and business profits, 154; rent as cost of, 
177, 178; interest a cost of, 442; costs 
of, in relation to labor required, 647-50; 
costs of, in relation to prices, 646, 647; 
wastefulness of private enterprise as 
system of, 703, 704; under socialism 
prices fixed by cost of, 711, 712. 

Production, large-scale. See Large-scale 
production. 

Productive labor, meaning of, 5, 6. 

Productivity, law of diminishing, 129-31; 
of capital, 463-79; of capital, gross, net 
and diminishing, 464, 468. See also 
Marginal productivity. 

Professional occupations, 373, 374. 

Profits, definition of, 69; calculation of, 
69-71; and expenses, economist’s defini- 
tion of, 71, 72; economist’s calculation 
of, 72-74; and interest, distinction be- 
tween, 84; price changes and, 89, 90; 
prices paid for producers’ goods vary 
with, 126, 127; output expanded to in- 
crease, 139, 140; causes of differences in, 
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148-50; increase in with rising price 
level, 150, 151; in industry as a whole, 
151-54; of corporations, 154; and rent 
in metal mining, 202, 203; as return for 
risk-taking, 380; and wages assumed in 
shoe industry, 388; interest and rent, 
proposed wiping out of, 408, 409; three 
factors determining, 412. 

Proprietorship, individual. 
vidual proprietorship. 

Public improvements, adjusted to times 
of unemployment, 440. 

Public service commissions, method of 
fixing reasonable rates, 311, 312; valua- 
tions of not based on capitalized in- 
come, 315, 3163 estimation of costs of 
construction, 317-19. 

Public spirit, in relation to saving, 446. 

Public utilities, monopoly in inevitable, 
305-07; and government control, 305- 
27; satisfactory service, 310; determina- 
tion of reasonable rates, 310-12; and un- 
earned increment in land values, 322; 
status of investors in, 323, 324; valua- 
tion of, and the courts, 325; and depre- 
ciation, 325-27; and railroads, 328. 

Public utility franchises, 271, 272. 


See Indi- 


Railroad traffic, local, as monopoly, 272, 
203% 

Railroads, two systems of rates on, 259, 
260; Sherman Anti-Trust Act applied 
to, 295; physical valuation of, 318; and 
public utilities, 328; and government 
control, 328-55; decreasing, indirect, 
and joint costs of, 330, 331; classifica- 
tion of expenses of, 331-34; indirect 
costs and competition in, 334, 335; joint 
costs illustrated, 336; low cost of éxtra 
traffic, 336, 337; extra business of com- 
pared with that of manufacturers, 337, 
338; rate discrimination, 338; charging 
“what the traffic will bear,’’ 338-42; 
commodity discrimination, 339, 340; 
water competition, 342, 343; personal 
discrimination in rates, 343, 344; pools, 
rate agreements, combinations, 344, 
345; competition and through lines, 
345; purpose and complexity of govern- 
ment regulation, 346, 347; valuation of, 
351; government control over construc- 
tion and securities, 354, 355; govern- 
ment regulation of hours of labor of 
employees of, 427; Watson-Parker Bill 
for adjustment of labor disputes, 437, 
438. 

Railroad industry, size and importance of, 
328-30; peculiar characteristics of, 330. 

Rate agreements, in railroading, 344, 345. 
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Rate discrimination, in railroad trans- 
portation, 338; and competition, 340- 
42. 

Rate of interest, and price of land, 176; 
changes in cause changes in capitalized 
value, 314; effect of changes in on invest- 
ment in regulated industries, 321, 322; 
problem of price, 450, 451; contract, 
453; pure, 453; reasons for var ations 
from pure, 453; payment for risk by 
higher, 454; payment for service on 
small loans by higher, 454, 455; effects 
of expected changes in, 455; liquidity of 
loans in relation to, 455; lower on call 
loans, 455; effect of expansion of bank 
loans on, 455, 456; and producers’ loans, 
458-82; discounting producers’ goods 
at current, 460-62; relation to value of 
producers’ goods, 462, 463; and mar- 
ginal productivity of capital, 471-77; 
social significance of time-preference 
end marginal productivity theories, 
477-79; in relation to price of land, 481; 
may rise during increasing money 
supply, 503, 504. 

Rates, of public utilities, determination 
of reasonable, 310-12; regulation of, 
finding cost of investment procedure of, 
316, 317; regulation of, on basis of cost 
of construction, 317-19; of public utili- 
ties, and investors’ return, 323, 324; 
“what the traffic will bear,’’ 338, 339; 
(railroad), personal discrimination in, 
3438, 344; Interstate Commerce Com- 
mission given full legal power over, 
349-51. See also Interstate Commerce 
Commission, and Railroads. 

Real wages, and money wages, 384, 385. 

Recapture of earnings clause, in Transpor- 
tation Act of 1920, 353, 354. 

Rediscounting, of promissory notes by 
reserve banks, 568-71. 

Rent, conditions which would obviate, 
171, 172; of farm land, determined by 
price of farm products, 175, 176; capi- 
talization of represented by price of 
land, 176, 177; as cost of production, 
177, 178; and rotation of crops, 178; of 
land, and differences in ability of farms, 
178-80; and supply and demand of 
land, 180-88; of land, determined by 
marginal producer, 182; customary, 
185, 186; economic and contract, 186; 
price of land not always equal to capi- 
talization of at current interest rate, 
187, 188; factors causing rise in, 192; 
factors causing fall in, 193-95; land 
speculation and rising, 195, 196; tend- 
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197, 198; and profit in metal mining, 
202, 203; of residential sites, 208, 209; 
appropriating future increase in, 214— 
18; profits and interest, proposed wip- 
ing out of, 408, 409. See also Economic 
rent. 

Rental value, of ‘‘A”’ grade wheat land, 
table showing, 174; of wheat land, cal- 
culation of, 174, 175; and custom, 185, 
186; tax on increase in, 218; rising, 
direct and indirect diffusion of, 221, 
2225 

Report on Waste in Industry, 810, 811. 

Reserve, safe cash, 530-34; against de- 
posits, under National Banking Sys- 
tem, 561; excess, 572. 

Reserve ratio, reduced by expansion of 
bank loans, 549, 550. 

Reserves, under National Banking Sys- 
tem causes of strain on, 564-66. 

Residential sites, rent of, 208, 209. 

Restraint of trade, monopoly of manu- — 
facture held to be in, 294, 295. 

Retailer, prices paid by, 119. 

Revolutionary unions, 394. 

Ripley, W. Z., railroad combinations, 353; 
Rates and Regulation, 344 n. 

Risk, indicated by high interest rate on 
investments, 85; in metal mining, 203; 
in petroleum industry, 204; rule of as- 
sumption of, 419; higher rate of interest 
payment for, 454. 

Rotation of crops, in relation to rent, 178. 

Roundabout method, or use of capital, 
468-70. 

Royalty, in coal mining, 201; relation of 
to price of coal land, 202. 


Safety and health, laws in interest of, 428, 
429, 

Salary, in relation to prices, 87. 

Saving, and lack of foresight, 445; and 
spending, 445, 446; sound significance 
of, 479, 480; interest in relation to de- 
sire and capacity for, 447, 448. 

Savings, not all lent, 449, 450. 

Scarcity, of goods, 9-12; of goods, reasons 
for, 14. 

Seasonal variations, as cause of unemploy- 
ment, 438. 

Self-control, in relation to spending and 
saving, 445. 

Selling costs, large-scale producer’s re- 
duction of, 236. 

Semi-skilled labor, 372, 373. 

Services, and goods, difference between, ans 
8; of public utilities, must be satis- 
factory, 310. 


ency of prices of farm lands to exceed, | Shares of stock, in corporation, 78. 
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Sherman Anti-Trust Act of 1890, 286, 
289; applied to railroads, 295; applied 
to labor organizations, 296; violation of 
by railroad pools, 345. 

Shoe industry, assumed wages and profits 
in, 388; result of increasing wages in 
through collective bargain, 405-07. 

Shop union, recognition of rather than 
trade union, 401; disadvantages of, 402. 

Silver, advantages as money, 61; reasons 
for controversy over free, 501, 502; and 
gold, mint ratio and market ratio, 498, 
499; and gold, mint ratio changed in 
1834, 500; certificates, 510, 511. See 
also Money. 

Silver, free, supporters of, 502-06; mis- 
takenly urged in hope of lower interest, 
503, 504; desired by debtors and by 
business men, 504-06; greatest success 
of movement in Silver Purchasing 
Acts, 506; supported by W. J. Bryan, 
506, 507; reasons for abandonment of, 
507. 

Silver money in the U.S., 498-509. 

Silver Purchasing Acts, 506. 

Single tax, 210; cases showing injustice of, 
213, 214; purported advantage to wage 
earner, 220, 221; and greater ease of 
farm ownership, 224; conclusion of ar- 
guments for and against, 227, 228. See 
also Economic rent. 

Skilled labor, 372, 373. 

Smith, Adam, division of labor, 51; 
Wealth of Nations and doctrine of 
laissez-faire, 420; advocate of lavssez- 
faire theory of government, 698; and 
socio-political theory of government, 
700, 701; on taxation, 731-34; Wealth 
of Nations, 733 n. 

Smyth v. Ames, 325. 

Social significance, of time-preference and 
marginal productivity theories of inter- 
est, 477-99; of saving and lending, 479, 
480. 

Socialism, and minimum wage laws, 433; 
state, 702-19; reasons given for adop- 
tion of state, 702, 703; wastefulness of 
private enterprise an argument for, 703, 
704; inequality of wealth and incomes 
an argument for, 704, 705; two bases of, 
708; methods of transferring ownership 
and control of industry to government 
under, 708, 709; methods of operating 
industry under, 710-12; possible gains 
resulting from, 712, 713; false claims of 
gains from, 7138-15; dangers from 
politicians and unwise choice of leaders 
under, 715-17; difficulties in effective 
functioning of, 715-19; problem of 
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wages according to needs rather than 
deeds under, 717, 718; dangers from 
favoritism and corruption under, 718; 
lack of encouragement to new enter- 
prise under, 718, 719: necessity of taxa- 
tion under, 719; guild, 719, 720; diffi- 
culties attending abolition of price 
system under, 720. 

Socio-political theory of government, 
principles of, 700-02. 

Special assessments, on land, effect of, 
222, 

Speculation, and demand and supply, 98; 
appropriation of economic rent to pre- 
vent, 223; during business cycles, 545, 
546; and agriculture, 789; land, caused 
by rising rents, 195, 196. 

Spending, and saving, 445, 446. 

Spendthrift borrowing, 448. 

Spinning jenny, invention of, 47. 

Standard minimum rate, of wages, 398. 

Standard minimum wage, objection to, 
402. 

Standard of living, and pressure of popu- 
lation, 17. 

Standard Oil Company, avoidance of risk 
in prospecting, 204; trustee device of, 
287, 288; of N.J., dissolution of, 296, 
297. 

Standard Oil Trust, evasion of common 
law, 290, 291. 

Statistics, to avoid wastes of competition, 
269, 270. 

Stock, shares of in corporation, 78; possi- 
bilities of manipulation of, 83. 

Stock market, may foreshadow prosperity 
and boom, 543, 544. 

Stockholders, corporation and, 77-79: 
position of preferred, 79, 80; employees 
as, 83. 

Strains, period of financial, 550. 

Strikes, as weapon of labor organization, 
393; and lockouts, 435; illegality of in 
New Zealand, 436. 

Subsidiary Coinage Act of 1858, 500-01. 

Sugar beets, demand schedule for, 128. 

Sugar Trust, illegal under common law, 
288. 

Supply, definition of, 91; demand and 
price, relation between, 91, 92; of perish- 
able commodities, effect of price on, 96, 
97; of non-perishable commodities, 
effect of price on, 97; changes in, 99, 
100; changes in as affecting price, 101; 
marginal vendibility sets price of whole, 
103-05; demand and price, summary of 
relation between, 106-08; table showing 
doubling of, 114; of wheat, determined 
by last year’s market price, 166; of 
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labor, increase in lowers wages, 364-66; 
of labor, and demand equalized by 
wages, 375, 376. 

Supply and demand, diminishing utility 
related to, 94, 95; speculation and, 98; 
effect of price on summarized, 99; table 
illustrating doubling of in schedule 
sense, 111; doubling of in schedule 
sense, 111, 112; curves showing doub- 
ling of, 112-14; schedules for wheat, 
165; of wheat, market price equalizes, 
165, 166; of land, and rent, 180-83; 
schedules of ‘‘A’’ grade land, 181; and 
price of land, 183; of land summarized, 
190-92; in loans equalized by interest 
rate, 450-53. 

Supply schedule, for wheat, 163, 164; for 
loans, 451, 452. 


Tariff, disadvantages to agriculture of 
protective, 789-92. 

Taussig, F. W., marginal vendibility, 
105 n.; saving of pole-making machine, 
235; government ownership, 308. 

Tax, on future increases in economic rent, 
214-18; on future increases in rental 
value, objections to, 215-20. 

Tax system, of U.S., 747-77; principles to 
be embodied in, 747, 748; usually based 
on political expediency, 748. 

Taxation, especially of the rich, favored 
by socio-political theory, 701; necessary 
under socialism, 719; theories of, 723- 
46; reasons for, 725, 726; relation be- 
tween government ownership and, 726- 
28; fees compared with, 728-30; special 
assessments as form of, 730, 731; prin- 
ciples of, 731-33; A. Smith’s principles 
of, 731-84; justice in, 733, 734; difficul- 
ties of benefit theory of, 734-36; meas- 
urement of differences in ability to pay 
according to ability theory of, 736-40; 
ability theory of, 736-42; inexpediency 
of strict application of ability theory of, 
741; principles fulfilled by modified 
application of ability theory of, 741, 
742; political expediency theory of, 742, 
743; difficulty of imposing on poster- 
ity any part of burden of, 743-46; pro- 
gressive, 764. 

Taxes, an indirect cost, 132; avoidance of, 
749, 750; evasion of, 749, 750; shifting 
of, 749, 750; import and excise duties, or 
indirect, 750-55; shifting of indirect, 
750-55; uneconomical nature of in- 
direct, 751, 752; injustice of import and 
excise, 752, 753; process of shifting ex- 
cise, 753-55; process of shifting import, 
755; conditions governing shifting of, 
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755-57; question of consumer’s ability 
to shift, 757; injustice of general pro- 
perty, 757-62; temptations to lying 
under general property, 760-62; classi- 
fied property, 762, 763; possibility of 
reforming general property, 762-64; on 
stocks, bonds, and mortgages, evil of, 
758-60; logical development of income, 
764; federal laws relating to income, 
764-66; amendment to Constitution 
legalizing income, 765; adoption of 
state income, 766; comparative justice 
of income, 766, 767; difficulty of shift- 
ing income, 767; arguments advanced 
against income, 767-69; difficulties in 
administration of income, 769, 770; the 
farmer and income, 770; advantages of 
federal income, 770, 771; problems of 
state income, 771, 772; federal and 
state inheritance, 772, 773; justifica- 
tion of progressive inheritance, 773; 
supposed dissipation of capital by in- 
heritance, 773-75; difficulties in ad- 
ministration of inheritance, 775, 776; 
advantages of inheritance, 776. 

Ten Hours Bill, passing of in England, 
422. 

Thrift, ingrained, in relation to saving, 
446. 

Time, form, and place utility, 6, 7. 

Time-preference, cause of all loans, 458- 
60. 

Tobacco combination, dissolution of, 297, 
298. 

Ton-mile, 329. 

Trade, balance of, 664, 665. 
Free trade. 

Trade unions, as business unions, 394; na- 
tional, dominant force of labor organ- 
ization, 395; advantages and disadvan- 
tages of, 395; in U.S., table showing 
total membership of 1897-1923, 397; 
recognition of shop union in preference 
to, 401; restriction of membership in, 
403; amount to be gained by, 404-08; 
and employers’ associations, agree- 
ments between, 434. 

Trademarks, 271. 

Trans-Missouri Freight Association, case 
of, 295, 296. 

Transportation, a factor in fall in rents, 
193. See also Railroads. 

Transportation Act of 1920, 351; recap- 
ture of earnings clause, 353, 354. 

Trust companies, 525, 

Trustee device, of Standard Oil Company, 
287, 288. 

Trusts, formation of, 288; definition of, 
291. 


See also 
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Twentieth Amendment, proposal of, 426. 


Unearned increment, economic rent and, 
201-28; and public utilities, 322. See 
also Economic rent and Single tax. 

Unemployment, 438-40; main causes of, 
438; methods of meeting, 438, 439. 

United Hatters of North America, case of, 
296. 

U.S., late appearance of labor legislation 
in, 422-24; silver money in, 498-509; 
tax system of, 747-77; Dept. of Agri- 
culture, Yearbook, 1924, 792 n., 793 n. 

U.S. Steel Corporation, a ‘‘Good Trust,”’ 
298, 299; prevention of industrial acci- 
dents, 417. 

Unproductive labor, definition of, 8, 9. 

Unskilled labor, as least complex occupa- 
tion, 372. 

Uplift union, work of, 394. 

Urban sites, rent and price of, 205-07; 
diminishing returns and, 207, 208; for 
residential purposes, rent of, 208, 209. 

Usefulness, meaning of, 5. 

Utility, meaning of, 5; created by pro- 
ductive labor, 5, 6; form, place, and 
time, 6, 7; meaning of, 93; law of dimin- 
ishing, 93. See also Diminishing utility. 


Valuation, of public utilities, and the 
courts, 325; of railroads, 351. 

Valuation Act of 1913, 351. 

Value, money as measure of, 59, 60; as 
power in exchange, 60; money as store 
of, 60; relation of to price, 60; homo- 
geneity and stability qualities of a good 
standard of, 487. 

Vendibility, principle of diminishing, 101- 
03; marginal, price of whole supply set 
by, 105-05. See also Marginal vendi- 
bility. 

Vertical combination, 263, 264. 


Wage-earners, purported advantage of 
single tax to, 220, 221; total number in 
U.S. 1920, 396. 

Wages, marginal vendibility of, 369; con- 
ditions under which there would be no 
differences in, 369, 370; differences in, 
369-85; basis for differences in, 370, 
371; demand and supply of labor equal- 
ized by, 375, 376; of business men, 380, 
381; general level of dependent on total 
industrial output, 381-83; scarcity of 
labor and general level of, 383; money 
and real, 384, 385; before factory sys- 
tem, 356; present system of, 356, 357; 
for labor on coéperative product, 357, 
358; resistance points to increases in, 


841 


361, 362; for non-essential workers, 362, 
363; level of lowered by increase in 
workers, 364-66; at more than competi- 
tive rate, 366; at less than competitive 
rate, 367; conclusions respecting differ- 
ences in, 384, 385; assumed, and profits 
in shoe industry, 388; under competi- 
tive conditions, 387-89; forced below 
true competitive level, 389-92; stand- 
ard minimum rate of, 398; increases in 
through labor organization, 404-08; 
increase in for restricted number of 
employees, 407, 408; increases in 
through increased production only, 408; 
economic effect of artificial increase in, 
409, 410; low, and long hours, 416, 417; 
result of raising through legislation, 
431, 432; fixed by compulsory arbitra- 
tion, 436; effect on foreign trade of 
differences in, 658-61; under socialism, 
710-15; under socialism needs rather 
than deeds might determine, 717, 718; 
disadvantages of day and piece, 815, 
816; premium system of, 816, 817; im- 
proved methods of adjustment of, 816- 
18; profit-sharing system of, 816-18. 

Wants, of human beings, 1; satisfied by 
goods, 1, 2; goods and welfare, 1-27. 

War, economic evolution halted by, 36, 
37; destruction of goods in, 53; effect of 
on demand, 101; increasing agricultural 
costs following World, 195; most com- 
mon cause of issue of fiat money, 520, 
521; cause of inflation, 641. 

Waste, resulting from monopoly, 268, 
269; from incompetent and dishonest 
management, 809-12; from poor man- 
agement of labor, 810, 811; Report on 
Waste in Industry, 810, 811; from com- 
petition, 812; in business cycle, 812. 

Water transportation, competition with 
railroads, 342, 343. 

Watson-Parker Bill, for adjustment of 
railroad labor disputes, 437, 438. 

Wealth, and income, inequality of and 
economic rent, 220-23. 

Welfare, wants, goods and, 1-27. 

Wheat, monopoly in compared with auto- 
mobile industry, 277, 278. 

Wheat land, calculation of rental value of, 
L7Ay 7b: 

Wheat-growing, expansion of in U.S., 156, 
157; two ways of increasing output, 157; 
diminishing returns in, 157, 158; in- 
creasing cost per bushel with expansion 
of output, 159-61; simplified table of 
costs in, 161-63; supply schedule of, 
163, 164; effect of demand on price, 
164; demand and supply schedules in, 
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165; market price equalizes supply and 
demand, 165, 166; land as factor in 
costs of, 167, 168; cost in summarized, 
169; effect of large-scale production on, 
239. 

Wholesaler, prices paid by, 119. 

Wolman, Growth of American Trade 
Unions, 397 n. 


INDEX 


Worker, condition of under factory system, 


48, 49; disadvantage at bargaining, 
389-92; efficiency of impaired by low 
wages, 391; advantages of labor organ- 
ization to, 392, 393; unorganized, fate 
of, 413. See also Labor. 

Working conditions, of unorganized labor, 
.414. 


Women, effect on of long hours and low} Working population, total in U.S., 1920, 


wages, 416; working hours of, 427; 
wages of, 434. 


396. 
Workmen’s compensation laws, 429-31. 
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